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Partnership Formation and Sale or 


Transfer Under the 1954 Code 


CHARLES B. E. FREEMAN 


Dee 1954 Code * has ushered in detailed provisions for partnerships. 
While the provisions are a great improvement over the 1939 Code, they 
still leave areas of uncertainty and problems undoubtedly will arise. The 
problems are likely because of what remains unsaid, even though the pro- 
visions are detailed. 

Businessmen and tax practitioners will perhaps still welcome Subchapter 
K because of the attempt to clear up many vexatious problems and areas 
of confusion under the 1939 Code. The Senate Committee reported : “The 
existing tax treatment of partners and partnerships is among the most con- 
fused in the entire income tax field. The present statutory provisions are 
wholly inadequate. The published regulations, rulings, and court decisions 
are incomplete and frequently contradictory. As a result partners today 
cannot form, operate, or dissolve a partnership with any assurance as to 
tax consequences. This confusion is particularly unfortunate in view of the 
great number of business enterprises and ventures carried on in partner- 
ship form... .” ? 

The new Code does not adopt either the aggregate or entity theory en- 
tirely, but each is resorted to in certain situations.* Theory did not dictate 
the provisions but the pattern was dictated by objectives of simplicity, flex- 


Cartes B. E. Freeman (LL.B., Boston University Law School; LL.M., Harvard 
Law School) is a member of the Massachusetts Bar, formerly was Professor of Law, 
Florida A & M University Law School, and is presently with the Tax Division, Depart- 
ment of Justice, Washington, D. C. 

1 Chapter 1, Subchapter K. This article does not include distributions by a partnership 
under Subchapter K, Part II, Subpart B. For an excellent analysis of that Subpart, see 
Little, Partnership Distributions Under the Internal Revenue Code of 1954, 10 Tax L. 
Rev. 161 (1955) and 10 Tax L. Rev. 335 (1955). 

2S. Rep. No. 1622, 83d Cong., 2d Sess. 89 (1954). The Report continues: “Because of 
the vital need for clarification, the House and your committee have undertaken the first 
comprehensive statutory treatment of partners and partnerships in the history of the 
income tax laws. In establishing a broad pattern applicable to partnerships generally, the 
principal objectives have been simplicity, flexibility, and equity as between the partners.” 
Ibid. 

3 See, e.g., notes 9, 46, and 80 infra. 
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ibility, and equity as between the partners.* Whether all of the objectives 
have been accomplished remains to be proved. An examination of the Code 
casts doubt in many areas. 





I. FoRMATION OF PARTNERSHIP 


A. COMPUTATION OF PARTNERSHIP INCOME 

As under the 1939 Code,* the partnership is not made a taxable entity by 
the new Code.® The partnership is continued as information-supplying, 
with the “persons carrying on business as partners” * liable for income tax 
“in their separate or individual capacities.” ° The partnership must supply 
a computation of its income while the partners take into account individu- 
ally their distributive shares.°® 


1. Segregation and Character of Income Items 


Under section 703 the partnership is required to segregate its taxable 
items, and the partner is required under section 702 to take into account 
separately his distributive share of these segregated items.” The character 
of each item of income, gain, loss, deduction, or credit in the hands of the 
partner is determined by reference to the transaction in which the partner- 
ship incurred the gain, loss, credit, or deduction." 

The provisions for segregation and determination of the character of 
items clarifies the confusion caused by sections 182 and 183 of the 1939 
Code. Those sections, although providing in part for segregation of items, 
failed to provide for the nature of items when in the hands of the partner. 
Recent cases construing the 1939 Code have held that a partner’s share of 
partnership gains or losses need not be applied to offset his individual gains 


4 See note 2 supra. 

5 T.R.C. § 181 (1939). 

6 I.R.C. § 701. 

t Ibid. The Senate Report indicates that the partnership will act merely as a conduit. 
See note 2 supra. 


8 Ibid. 
9IL.R.C. § 702. The aggregate theory prevails. An instance for adoption of the entity 


theory is in the case of the elections affecting computation of taxable income derived from 
a partnership. The elections must be made by the partnership, except that the election 
under section 901 relating to foreign tax credits must be made by each partner separately. 
It has been suggested that the aggregate theory “most nearly conforms to the understand- 
ing of the parties in the usual small business.” 9 Tax L. Rev. 113 (1954). The Senate 
Committee Report states that “this rule [all elections, with exception, to be made by the 
partnership] recognizes the partnership as an entity for purposes of income reporting. It 
avoids the confusion which would occur if each partner were to determine partnership in- 
come separately for his own purposes.” S. Rep. No. 1622, note 2 supra, at 90. 

10 “§ 702. Income and credits of partner 

“(a) General Rule.—In determining his income tax, each partner shall take into account 
separately his distributive share of the partnership’s—.. .” 

11 T.R.C. § 702(b). 
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or losses.’* Furthermore, a partner has been allowed to offset individual 
gambling losses against his share of partnership gains.” 

A partner is now clearly required to offset capital gains and losses. He 
must also offset gains and losses from sales or exchanges described in sec- 
tion 1231, relating to certain property used in a trade or business and in- 
voluntary conversions.** 

With respect to gambling losses, since section 702(a) (8) is a broad pro- 
vision compelling segregation of “other items of income, gain, loss, deduc- 
tion, or credit, to the extent provided by regulations prescribed by the Sec- 
retary ...,” the Regulations can require that gambling gains and losses be 
segregated. It would therefore appear that this loophole has been closed 
and that certainty can be achieved in this area under Regulations to be 
promulgated.” 

The items which must be segregated by the partnership under section 
703 are: (1) capital gains and losses; (2) gains and losses from sales or 
exchanges of property described in section 1231, relating to certain prop- 
erty used in a trade or business and involuntary conversions; (3) chari- 
table contributions ; (4) dividends with respect to which there may be a 
credit, an exclusion, or a deduction; ** (5) foreign taxes ;** (6) partially 
tax-exempt interest on obligations of the United States; (7) other items 
of income, gain, loss, deduction, or credit; to the extent provided by Regu- 
lations ; and (8) taxable income or loss, exclusive of items just stated. 

The charitable deduction limitation is to be determined at the individual 
level after the partner has taken into account his distributive share of chari- 
table contributions. Similarly, the dividend received credit, the dividend re- 
ceived exclusion, and the dividend received deduction is to be determined 
after the partner has included his distributive share of dividends received 
by the partnership. Also, the foreign tax credit is to be determined after 
the partner has included his distributive share of such taxes incurred by 
the partnership. Other items of taxable income, exclusive of items ex- 


12 Jack Jordan Ammann, 22 T.C. 1106 (1954) (held that partner’s gain on sale of 
section 117(j), now section 1231, asset not to be offset by his distributive share of the loss 
sustained by his partnership’s sale of its section 117(j) asset) ; Jacob Paley, 22 T.C. 1234 
(1954) (held that partner’s losses from sale of section 117(j) asset not to be offset by 
his distributive share of gains from the partnership’s sale of its section 117(j) asset). 

13 Jennings v. Comm’r, 110 F.2d 945 (5th Cir. 1940). 

14 T.R.C. §§ 702, 1202, and 1231. 

15 The Senate Report indicates that gambling gains and losses and non-business income 
or loss are among items affecting the computation of a partner’s personal income tax 
which were contemplated by section 702(a) (8). See S. Rep. No. 1622, note 2 supra, at 377. 

16 A credit with respect to dividends is provided under section 34, an exclusion under 
section 116, and a deduction under Part VIII of Subchapter B. 

17 Taxes of foreign countries and possessions of the United States described in sec- 
tion 901. ; 
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pressly required to be segregated, are attributed to each partner according 
to his distributive share.’® 

Partially tax-exempt interest items are now given treatment more favor- 
able to the partner. Under the old law the credit to the partner against net 
income could not exceed the net income of the partnership.’® The new Code 
treats this partially tax-exempt interest as though realized directly by the 
partner ; thus he may claim the credit without reduction by reason of part- 
nership net income. The exception is in the instance where the partnership 
elects to amortize the premium on bonds. In that instance the partner’s 
credit is reduced in accordance with section 171(a) (3).”° 

The partnership income is computed in the same manner as in the case 
of individuals, with the exception of the segregation previously noted. The 
following deductions are not allowed a partnership: (1) the standard de- 
duction, (2) personal exemptions, (3) the deduction for foreign taxes 
paid, (4) the deduction for charitable contributions, (5) the net operating 
loss deduction, and (6) the additional itemized deductions provided for 
individuals in Part VII of Subchapter B.** 

The individual deductions in Part VII, Subchapter B include expenses 
for production of income; medical and dental expenses ; expenses for the 
care of dependents; alimony payments; and taxes and interest paid to 
cooperative housing corporations.” 

While nearly all the deductions in this Part are primarily personal to an 
individual, the non-business expenses and taxes and interest paid to a co- 
operative housing corporation may have been inadvertently overlooked. 
The partner is not required under section 702 to take into account sepa- 
rately non-business expenses and taxes and interest paid to a cooperative 
housing corporation. Thus, a deduction for these items is denied unless 
Regulations under section 702(a) (8) require that these non-business ex- 
penses and taxes and interest paid to a cooperative housing corporation be 
segregated.” 

18 See generally S. Rep. No. 1622, note 2 supra, at 377. 

19 L.R.C. § 184 (1939). 

20 L.R.C. § 171(a) : 

“(3) Adjustment of credit or deduction for interest partially tax-exempt.— 

“(A) Individuals—In the case of any bond the interest on which is allowable as a 
credit under section 35, the amount which would otherwise be taken into account in com- 
puting such credit shall be reduced by the amount of the amortizable bond premium for the 
taxable year.” 

21 T.R.C. § 703(a). 

22 L.R.C. §§ 211-216. 

23 L.R.C. § 702: 

“(a) ... each partner shall take into account separately his distributive share of the 
partnership’s—... 

“(8) other items of income, gain, loss, deduction, or credit, to the extent provided by 
regulations prescribed by the Secretary or his delegate, .. .” 
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Whenever relevant, a partner’s gross income now clearly includes his 
distributive share of partnership income.* A partner’s gross income may 
be pertinent, for example, in determining the necessity of filing a return,” 
for application of the provisions relating to income attributable to several 
taxable years,”* in determining gross income received from possessions of 
the United States,’ and for application of the extended statute of limita- 
tions where 25 per cent of gross income has been omitted.” 


2. Computation of Partner’s Distributive Share 


a. Distributive share determined generally. The new Code has detailed 
provisions for determining a partner’s distributive share of partnership 
income.”* The partnership agreement achieves greater importance since the 
distributive share of each partner is determined in accordance with the 
agreement.®° Thus, the partners may by their own prudent acts arrange 
their taxes in accordance with their relations to the business of the partner- 
ship. There appears to be no restriction as to which items may be allo- 
cated.** However, it will be necessary to state sufficiently in the partnership 
agreement the desired consequences with respect to any item. 

Bizarre results may obtain in the absence of a definite statement as to 
each item. For example, assume A devoted his full time to the partnership, 
but B has only contributed capital. The division of profits is equal but losses 
are divided 25 per cent to A and 75 per cent to B. The partnership receives 
a gain of $6,000 from the sale of depreciable property used in the business 
but has a loss of $2,000 from operations. According to the general sharing 
ratio, A’s distributive share would include the $3,000 profits less $500. 
Such a division may well be contrary to the expectations of the partners. 
It would appear in this situation that A should receive 50 per cent of the 
profits from operations but not necessarily 50 per cent of the capital gains. 
Similarly, B should receive 75 per cent of the capital losses but not neces- 
sarily 75 per cent of the losses from operations. 

Moreover, the Senate Report states that in the case where the ratio for 
sharing income and losses is different, the loss ratio should apply in any 
year in which the partnership has a loss.** Thus, in the hypothetical case 
the partnership has a loss, but it has net income of $4,000. Consequently, 


24 T.R.C. § 702(c). This was not clear under the 1939 Code. 

25 L.R.C. § 6012. 

26 [.R.C. Chapter 1, Subchapter Q. 

27 T.R.C. § 931. 

28 T.R.C. § 6501 (e). 

29 T.R.C. § 704. The 1939 Code failed to define specifically “distributive share.” 
30 .R.C. § 704(a). Exceptions are noted infra. 

31 T.R.C. § 704(b) (1). 

82S, Rep. No. 1622, note 2 supra, at 379. 
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the income ratio should apply and not the loss ratio, and the division would 
be $2,000 to A and $2,000 to B. 

The conduit theory of the 1939 Code is maintained in determining the 
distributive share. However, the limitation upon division according to the 
agreement with respect to any item is that the principal purpose must not 
be avoidance or evasion of taxes.** Whenever it is deemed that the prin- 
cipal purpose is avoidance or evasion, the distributive share is determined 
in accordance with the general division of income or loss of the partnership. 
What, in any case, is sufficient to constitute a principal purpose of tax 
avoidance or evasion is not defined in the Code and, therefore, may be an 
area for confusion and litigation. 

The Senate Report reveals that when allocation of specific items in the 
partnership agreement has substantial economic effect, the provision will 
be recognized.** This would indicate that the economic effect of the alloca- 
tion will be the criterion. Yet, the Code provides simply that the test is 
“avoidance or evasion.” Even though the allocation in the partnership 
agreement has substantial economic effect, there may still be a principal 
purpose of avoidance or evasion; consequently, the allocation should be 
denied. One interpretation of the Senate Report is that the allocation will 
not be construed as having a “principal purpose of avoidance or evasion” 
where such allocation has substantial economic effect. This construction is 
analogous to the approach in connection with acquisitions under section 
129 of the old Code, where if the action was motivated by a “business pur- 
pose,” the Commissioner was denied the power to disallow deductions, 
credits, or allowances.*® ; 

Since the first reference for determining the distributive share is to the 
partnership agreement, the advisability of review is evident. The partner- 
ship agreement will include any modification or amendment made “prior 
to, or at, the time prescribed by law for the filing of the partnership return 
for the taxable year (not including extensions)... .” °® This definition is 
favorable to partners, including, as it does, even a modification made “at” 
the time for filing the partnership return. Such leniency, should not, how- 
ever, induce procrastination and last-minute revisions. Obstacles appearing 
at the last moment may prevent agreement upon a satisfactory revision. 

In the absence of a provision in the partnership agreement allocating 


38 T.R.C. § 704(b) (2). See also discussion, p. 7 infra, relative to the limitation con- 
cerning losses. 

84S. Rep. No. 1622, note 2 supra, at 379. 

85 Comm’r v. Chelsea Products, Inc., 197 F.2d 620 (3d Cir. 1952) (organized different 
corporations for sales in separate territories; held “business purpose”) ; Alcorn Wholesale 
Co. v. Comm’r, 16 T.C. 75 (1951) (organized different stores for sales in different cities; 
held “business purpose”) ; Berland, Inc. v. Comm’r, 16 T.C. 182 (1951) (organized chain 
stores to limit liability to each subsidiary; held “business purpose”). 

86 T.R.C. § 761(c). 
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items of income, loss, gain, deduction, or credit, the distributive share of a 
partner with respect to any item is determined in accordance with the part- 
nership’s general division of profit or loss.*” 

b. Limitation on losses. There is a limitation on the amount of partner- 
ship loss allowed a partner.** The distributive share of loss, ordinary or 
capital, is limited to the adjusted basis of the partner’s interest in the part- 
nership in the year the loss is sustained. The loss in excess of the basis is 
allowed as a deduction only in the year in which the excess is repaid to the 
partnership.*® 

The loss limitation under section 704(d) may be inequitable and may re- 
sult in bunching of income. The section may be illustrated in the following 
manner. Assume that the basis of A’s interest in the partnership is nil and 
that B’s is $10,000. Profits and losses are shared equally but A is liable 
for 25 per cent of the losses. The partnership incurs a loss of $10,000. 
Accordingly, A’s share of the loss is $5,000, but he is also liable for 25 per 
cent, or $2,500. His loss is therefore limited to $2,500, but he cannot de- 
duct any portion of it since the entire amount exceeds the basis of his in- 
terest. If A pays $2,500 in satisfaction of his liability, then he may deduct 
that amount.*® B’s share of the loss is $5,000 but possibly increased by 
the amount for which J is liable, $2,500. B is clearly allowed a deduction 
of $5,000 because it is less than his basis. . 

If A does not satisfy his obligation for $2,500, then B is entitled to a 
further loss of $2,500. Thus, if A’s liability for the loss is contingent upon 
his future share of partnership income, B should be allowed immediately 
to deduct $7,500. If this is so, when the partnership has earnings A’s share 
is reduced to the extent that his obligation is satisfied, while B’s share is 
increased correspondingly. For example, if in the succeeding year the part- 
nership earned $10,000, A’s share would be $2,500 and B’s $7,500. Bunch- 
ing of income in this manner could be extremely disadvantageous for a 
partner and more than offset any advantage from the earlier allowance of 
the loss deduction. 

On the other hand, assume B’s basis is $5,000. The loss of $10,000 
would be distributed $5,000 to A, who would be liable for $2,500, and 
$5,000 to B, who would deduct the entire amount. A still has no deduction 
since his basis is zero. However, B would not be allowed to deduct the 
additional $2,500, if A’s liability is contingent, since the additional amount 

87 T.R.C. § 704(b) (1). 

38 T.R.C. § 704(d). 

89 Section 704(d) was a Senate amendment of the House Bill. The House Bill allowed 
recognition of the entire loss immediately but treated the excess of the loss over the basis 
of the partner’s interest as a loan from the partnership to the partner. See S. Rep. No. 


1622, note 2 supra, at 383. 
40 For the effect upon the basis of A’s partnership interest, see p. 8 infra. 
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exceeds B’s basis. Earnings of $10,000 in the succeeding year would be 
distributed $2,500 to A ($5,000 less $2,500 to satisfy his obligation) and 
$7,500 to B ($5,000 plus $2,500, the amount to satisfy A’s obligation). 
There is a similar bunching of income, but here B has not had an oppor- 
tunity to deduct the $2,500 loss. Section 704(d) would appear to require 
these results. Possible relief, however, appears by virtue of section 752," 
which provides for an increase in the partner’s basis to the extent that his 
share of partnership liability is increased. Thus, in those cases where it is 
feasible, if lesses are covered by partnership borrowing, as in the hypo- 
thetical case discussed, A’s basis would be increased and B would not have 
the problem of a deduction. 


B. CONTRIBUTED PROPERTY 


1. Generally 


The many problems emanating from the contribution of greatly appreci- 
ated property with a low basis have been dealt with on the principle of 
equity as between the partners. There is, however, an option to the partners 
to provide for an agreed treatment. 

The principle of non-taxability of the exchange of property for a part- 
nership interest has been retained. No gain or loss to either the partnership 
or a partner is recognized.** The basis to the partnership of the property 
contributed is the adjusted basis of the partner at the time of the contribu- 
tion.** The basis to the partner of his partnership interest acquired in the 
exchange is the adjusted basis of the property contributed at the time of 
the contribution, increased by the amount of money contributed.** 


2. The Three Methods of Allocation 

Section 704(c) contains the principles governing the allocation of de- 
preciation, depletion, and gain or loss with respect to contributed prop- 
erty.*° The three methods are: (1) an allocation among the partners as if 
the contributed property had been purchased by the partnership; (2) an 
allocation among the partners in accordance with their agreement which 
takes into account the variation between the basis of the property to the 
partnership and its fair market value at the time of the contribution; and 
(3) an allocation among the partners, in the case of undivided interests, as 
if such undivided interests had not been contributed to the partnership, 
should the agreement not provide otherwise. 

a. Allocation as if property purchased. The general principle for deter- 


41 This section is discussed at p. 11 infra. 

42 TL. RC. § 721. 

43 T.R.C. § 723. 

44 TRC. § 722. 

45 The 1939 Code did not contain provisions governing such allocation. 
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mining a partner’s distributive share of depreciation, depletion, and gain 
or loss with respect to contributed property follows the entity theory, allo- 
cating a share to each partner as if the partnership had purchased the 
property. However, the partners may provide for the manner of alloca- 
tion in the partnership agreement, subject to Regulations to be promul- 
gated. Again, the partners may determine the incidence of tax in accord- 
ance with their agreement. 

The general allocation principle is simple. The partner contributing the 
high value, low basis property has a momentary advantage over the other 
partners, which exists during current operations. Upon dissolution, the 
original bases come into play again and operate to adjust prior advantages. 
In a case where A contributed $100 and B contributed property with a 
basis of $50 but a value of $100, both A and B share equally the gain of 
$50 if the property is sold for $100. Or, if A contributed property having 
a basis of $100 and a value of $100 and B contributed property having a 
basis of $50 but a value of $100, both would share depreciation equally. 
Thus, assuming a 10 per cent rate, A’s depreciation would be $7.50 ($5.00 
plus $2.50) and B’s would be $7.50 ($5.00 plus $2.50). On the other 
hand, a dissolution of the partnership and a distribution of money, the 
assets having been sold for $100 each, would result in no gain to A but a 
gain to B of $50. The disadvantages of this approach, since A’s position 
depends upon future events, lies in the unpredictability of those events. 

b. Agreement taking into account variation between basis and value. 
More complex arrangements are authorized in section 704(c)(2) under 
the aggregate theory, which leaves the division to the agreement of the 
partners.** The language of this section is broad enough to cover a variety 
of arrangements, which would take into account the variation between the 
basis and the appreciation in value at the time of the contribution. Hence, 
the partners may by agreement allocate any gain entirely to the contrib- 
utor. The result may be complex in instances where several items are 
involved. 

It should be noted that the Senate Report states: “In any case, however, 
the total gain, loss, or depreciation allocated to the partners may not differ 
from the amount of gain or loss realized by the partnership, or the depreci- 
ation or depletion allowable to it. The difference between basis and value 
represents, under the optional treatment provided in paragraph (2), a post- 
poned gain or loss to the contributing partner to be realized by him when 
such property is sold, or which is, in substance, amortized by him annually 


46 For an analysis of the various arrangements taking into account the difference be- 
tween basis and value of contributed property, see A Proposed Revision of the Federal 
Income Tax Treatment of Partnerships and Partners. American Law Institute Draft, 
9 Tax L. Rev. 111, 119 (1954). ; 
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through the effect or [sic] the depreciation or depletion allowances.” * 


This language would seem to restrict the latitude for agreement, so that 
the maximum allocable to the contributor would be an amount equal to the 
appreciation in value at the time of the contribution. Consequently, any 
gain in excess of the appreciation in value at the time of the contribution 
must be allocated in such manner as though the partnership had purchased 
the property. 

c. Undivided interests. The third method concerns undivided interests 
contributed to the partnership. The general rule is that depreciation, deple- 
tion, and gain or loss are determined as though such undivided interests 
had not been contributed to the partnership. There are, however, three con- 
ditions before this rule applies: (1) all the partners must have had undi- 
vided interests in the property prior to the contribution; (2) the interests 
of the partners in the capital and profits must correspond with their undi- 
vided interests in the contributed property ; and (3) the partnership agree- 
ment does not provide otherwise. 

This method of allocating a distributive share would take into account 
a variation between the basis of a partner and the value of the property at 
the time of the contribution. For example, assume A and B own property 
jointly which is worth $1,000. A’s basis is $500 but B’s is $400. Upon 
forming a partnership, the basis of A’s partnership interest is $500 and B’s 
is $400. Depreciation at the rate of 10 per cent would be allocated $50 to A 
and $40 to B. Similarly, if the property is sold for $1,000, A would re- 
ceive $500 and have no gain, and B would receive $500 but have a gain 
of $100. : 

Section 704(c) (3) also authorizes an allocation in cases of undivided 
interests pursuant to the partnership agreement. Section 704(c)(3) ap- 
plies both where partners contribute undivided interests in property and 
where owners of undivided interests, by reason of engaging in business, 
are determined to be a partnership. Also, if at any time there is a change 
in a partner’s partnership interest not in conformity with his prior undi- 
vided interest, the special undivided interest method may not be utilized 
unless the partners agree at the time of the change in interest that the same 
manner of allocating gain or loss shall be retained.*® 

The choices recognized by the 1954 Code for determining a distributive 
share with respect to contributed property provide for greater certainty 
and attach special significance to partners weighing tax consequences when 
confronted by the issue of sharing in the partnership’s profit or loss. The 
latitude granted will permit shifting of gains or losses, benefits or detri- 
ments, according to the expectations of the partners. 


47S. Rep. No. 1622, note 2 supra, at 381. 
48 Jd. at 383. 
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C. Basis oF PARTNER’S INTEREST 


1. General Method of Determining Basis 

The basis of a partner’s interest in the partnership is the partner’s ad- 
justed basis of property contributed to the partnership, increased by money 
contributed.*® A partnership interest acquired other than by contribution 
of property will have a basis determined in accordance with methods for 
computing basis of other property acquired in like manner.”® 

A partner’s basis is increased by his distributive share of taxable in- 
come ; income of the partnership exempt from taxation ; and the excess of 
the deduction for depletion over the basis of the property subject to deple- 
tion.®? His basis is decreased by distributions to the partner not in liquida- 
tion; by his distributive share of losses; and by his distributive share of 
expenditures of the partnership not deductible in computing taxable income 
and not chargeable to capital account. 

While the Regulations under the 1939 Code required an increase in the 
partner’s original basis by his share of taxable gain and a decrease by his 
share of loss and distributions to him, they did not require an increase in 
his basis by his distributive share of tax-exempt income to the partner- 
ship.®? Section 705 requires an increase in basis by reason of “income of 
the partnership exempt from tax.”” The Senate Report construes this phrase 
to mean “any tax exempt receipts of the partnership.” ™* 

A further contribution will, of course, cause an increase in the partner’s 
basis. Hence, under section 752 any increase in a partner’s individual lia- 
bility or share of partnership liabilities, being considered a contribution, 
will cause a corresponding increase in his basis. Conversely, under section 
752, any decrease in a partner’s individual liability or share of partnership 
liabilities, being considered a distribution in money, will cause a corre- 
sponding decrease in his basis. 


2. An Alternative Method 


Subsection (b) of section 705 provides an alternative method for com- 
puting a partner’s basis. It authorizes the Secretary to prescribe Regula- 
tions under which a partner’s adjusted basis for his partnership interest 
may be determined by reference to his proportionate share of the adjusted 
basis of partnership property. The Senate Report states that this alter- 


49 The 1939 Code did not define basis but provision was made in the Regulations. See 
Reg. 118, Sec. 39.113. 

50 T.R.C. § 705, which refers to the general principles for computing basis contained in 
§§ 1011 et seq. 

51 T.R.C. § 705(a) (1). 

52 T.R.C. § 705(a) (2). 

53 See Reg. 118, Sec. 39.113(a) (13)-1 and 2. 

54S, Rep. No. 1622, note 2 supra, at 384. 
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native method “will be suitable for simple partnerships,” but it may be 
employed for more complex partnerships. Nevertheless, the Senate’s inter- 
pretation is that adjustments in the method must be made “‘to yield substan- 
tially the same results” as under section 705(a).°® Hence, the alternative 
method may turn out to be an alternative only to the necessity of making 
periodic adjustments to a partner’s basis, when the basis is not especially 
pertinent, or postponing such adjustments until basis becomes pertinent. 


D. TAXABLE YEAR OF PARTNERSHIP AND PARTNER 


1. Adoption and Change of Taxable Year 

a. With respect to partnership. It has been common practice to have one 
taxable year for the partner and a different one for the partnership. This 
often resulted in postponing the receipt of income and minimizing taxes. 
The “boon” was possible under the 1939 Code because the partner, in com- 
puting his net income, was required to include his share of the partnership 
net income for any taxable year of the partnership ending with or within 
the taxable year of the partner.”® 

Although the same general principles for determining the year in which 
partnership income is included are retained in section 706 of the new Code, 
the prior flexibility of the rule has been made more rigid. The new Code 
requires a “business purpose,” established to the satisfaction of the Secre- 
tary, before a partnership may change to or adopt a taxable year different 
from that of all its principal partners.” A principal partner in this connec- 
tion is one whose interest in partnership profits or capital is five per cent or 
more.”® 

The effective date for the application of the partnership provisions gen- 
erally is taxable years beginning after December 31, 1954.°° However, the 
provisions with respect to adoption and change of taxable years apply to 
any partnership adopting or changing to a taxable year beginning after 
April 1, 1954. 

The partnership having a large number of partners, none of whose in- 
terest is five per cent, would not be restricted by section 706. Also, section 
706(b) (1) would not apply where one or more principal partner has a tax- 
able year different from another principal partner. In such a case the part- 
nership could not have a taxable year which is the same as that of all prin- 
cipal partners. Furthermore, since the Code proscribes the partnership’s 


55 [bid. 

56 T.R.C. § 188 (1939). 

57 L.R.C. § 706(b) (1). The partnership may, however, adopt or change to a taxable year 
which is the same in the case of all principal partners without permission. 

58 T.R.C. § 706(b) (3). 

59 .R.C. § 771 (a). 

60 T.R.C. § 771(b) (1). 
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adoption of a taxable year different from all its principal partners, if at the 
time of the partnership adoption a simultaneous change by the partners is 
opposed, it would appear that approval of the Secretary must be obtained 
even before the partnership may report on a calendar year basis. 

b. With respect to a partner. A partner must establish, to the satisfaction 
of the Secretary, a “business purpose” before he may change to a taxable 
year different from that of the partnership in which he is a principal part- 
ner. The prohibition would apply to any partner changing to a taxable 
year beginning after April 1, 1954.° A partner may change to the same 
taxable year as the partnership, but subject to the general rules for change 
of taxable years by individuals. 

Section 706 also requires a partner to include in his income in his tax- 
able year any guaranteed payments made by the partnership to such partner 
during the partnership’s taxable year ending with or within the partner’s 
taxable year. For example, partner A, on a calendar year basis, receives 
guaranteed payments from the partnership having a fiscal year ending 
March 31, 1956. Payments are made during 1955 and 1956. A would re- 
port the entire sum in his return for the calendar year 1956. 


2. Closing of Taxable Year 

a. With respect to a partnership. When the taxable year closed was an 
especially confused area under the 1939 Code.© The special detriment to 
be avoided is the bunching of income, which may work severe hardship. 
In clarifying this area, the new Code provides that neither death, entry of 
a new partner, liquidation of a partner’s interest nor sale or exchange of a 
partner’s interest shall close the partnership taxable year. 

A termination closes the partnership taxable year with respect to all 
partners. Section 708 provides that an existing partnership shall be consid- 
ered as continuing unless terminated. As defined by section 708(b) (1), a 
termination occurs when: ® 


(A) no part of any business, financial operation, or venture of the partner- 
ship continues to be carried on by any of its partners in a partnership, or 


61 T.R.C. § 706(b) (2). 

62 T.R.C. § 771(b) (1). 

63 See Reg. 118, Sec. 39.46-1(b) (2). 

64 For discussion of guaranteed payments, see pp. 17-18 infra. 

65 See, e.g., Guaranty Trust Co. v. Comm’r, 303 U.S. 493 (1938) (held that death closed 
the partnership taxable year). But death does not close the taxable year if the partnership 
agreement so provides. Girard Trust Co. v. United States, 182 F.2d 921 (3d Cir. 1950) ; 
Comm’r v. Mnookin’s Estate, 184 F.2d 89 (8th Cir. 1953) ; Estate of Joseph Tyree, 20 T.C. 
675 (1953). Compare the apparently contrary result reached in Comm’r v. Waldman’s 
Estate, 196 F.2d 83 (2d Cir. 1952). 

66 T.R.C. § 706(c) (1). 

67 I.R.C. § 708(b) (1). 
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(B) within a 12-month period there is a sale or exchange of 50 percent or 
more of the total interest in partnership capital and profits. 


These termination principles may easily cause a bunching of income. 
For example, A and B, reporting on a calendar year basis, have equal 
shares in a partnership which has a fiscal year ending June 30. If A dies 
in November, the partnership is terminated and the taxable year closed for 
both partners. The partnership must be terminated under section 708 even 
if B continues the business, since he no longer operates the business in a 
partnership. Thus, A and B must each include his distributive share of 
the partnership income for the year ending June 30 as well as the short 
year in their returns for 1955.® Or, if A sold his interest to C, the partner- 
ship would terminate and the same bunching of income would result.7° An 
additional provision making termination optional, but subject to Regula- 
tions, was not enacted into law. Such provision would have granted the 
partner an election to prevent the bunching of income where otherwise, 
under section 708(b)(1), the partnership would terminate.” 

In the case of merger or consolidation, the new partnership is considered 
a continuation of the old partnership, provided the members of the old 
partnership own an interest of 50 per cent or more in the capital or profits 
of the new partnership. The new partnership, upon a division, is considered 
a continuation of the old partnership only if the members of any new part- 
nership had an interest of 50 per cent or more in the capital and profits of 
the old partnership.” Thus, in either case the partnership year is not closed, 
since the new is a continuation of the old: 

b. With respect to a partner. The partnership year closes with respect 
to a partner who sells or transfers his entire partnership interest and a 
partner whose interest is liquidated, with the exception of a partner who 
dies.“* The partner with respect to whom the partnership year closes must 
include his distributive share of items, set forth in section 702(a), up to 
the date of the sale or liquidation. The sale, exchange, or liquidation of less 
than a partner’s entire interest does not close the taxable year and means 
only that his reduced interest is taken into account in determining his dis- 
tributive share.” The character of the gain or loss upon a sale of less than 

68 Ibid. 

69 T.R.C. § 771(b) (1) makes section 708 (continuation of a partnership) effective for 
partnership taxable years beginning after Apr. 1, 1954. 

70 L.R.C. § 708(b) (1) (B). 

71 See S. Rep. No. 1622, note 2 supra, at 388. 

72 L.R.C. § 708(b) (2). 

78 T.R.C. § 706(c) (2) (A) (i). See also discussion at p. 13 supra. 


74 T.R.C. § 706 (c) (2) (A) (ii). 
75 L.R.C. § 706(c) (2) (B). 
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the entire partnership interest is determined in the same manner as the sale 
of an entire partnership interest.” 

With respect to a deceased partner, it is clear that the partnership’s tax- 
able year does not close as a result of his death, regardless of the partner- 
ship agreement.’’ Neither does the partnership’s taxable year close with 
respect to the decedent by reason of the liquidation of his interest.** How- 
ever, as is often provided in partnership agreements, the surviving partners 
may purchase the deceased partner’s interest. Section 706(c), which pro- 
vides that the partnership year shall close with respect to a partner who sells 
or transfers his entire partnership interest, does not except from its pro- 
visions the sale by the representative of a deceased partner to the surviving 
partners, in accordance with the prior partnership agreement. The transac- 
tion may be construed to be a sale rather than a liquidation under section 
706(c) (2) (A) (ii). Thus, there is some doubt whether such a sale would 
not close the partnership’s taxable year with respect to the deceased, since 
section 706(c)(2)(A) (i) could be construed to apply. It may be neces- 
sary to continue clauses in the partnership agreement for the continuance 
of the partnership taxable year after the death of the partner. Reliance 
would then be had on the general rule of section 706(c)(1) that death 
does not close the taxable year, the sale being merely incidental and neces- 
sary to protect the interests of the surviving partners. 

The Senate Report’s interpretation of section 706 indicates that only 
upon the concurrence of two conditions shall the partnership’s taxable year 
close with respect to a deceased partner prior to the end of the normal part- 
nership year: (1) the deceased partner’s interest is liquidated before the 
end of the normal partnership year, and (2) the partnership agreement 
provides that the partnership year shall close with respect to the deceased 
partner on such liquidation. It is stated : 

The application of these provisions in the case of the death of a partner may 
be summarized as follows. The partnership taxable year will continue to its 
normal conclusion both for the remaining partners and with respect to the dece- 
dent partner. The last return of the decedent partner will include only his share 
of partnership income for the partnership taxable year ending with or within 
the last taxable year of the decedent partner. The income of the succeeding 
partnership taxable year which is attributable to the interest of the decedent in 
the partnership will be includible in the return of his estate or successor in in- 
terest. In general, the same rule applies, except as modified by the partnership 
agreement, where the interest of the decedent partner in the partnership is liqui- 
dated in connection with his death. 


76 See discussion at p. 20 infra. 

77 LR.C. § 706(c) (1). 

78 .R.C. § 706(c) (2) (A) (ii). 

79S. Rep. No. 1622, note 2 supra, at 386. 
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This view would deny the application of section 706(c) (2) (A) (i) to 
cases of agreed sale upon the death of a partner. 


E. TRANSACTIONS BETWEEN PARTNER AND PARTNERSHIP 


1. Partner Treated as Third Person or Stranger 

For purposes of transactions between partner and partnership, the entity 
theory is adopted.*° The partnership therefore may deal with a partner as 
if such partner were a third person.** Subsection (b) of section 707, how- 
ever, contains limitations with respect to gains and losses in dealings with 
a controlled partnership. Losses are disallowed in sales or exchanges, di- 
rectly or indirectly, between a partnership and a partner owning more than 
50 per cent of the capital or profits interest and between two partnerships 
in which the same persons own more than 50 per cent of the capital or 
profits interest.8? For purposes of determining the 50 per cent interest, 
ownership, direct or indirect, is taken into account.** Despite the initial dis- 
allowance of the loss upon the sale or exchange, a gain from a subsequent 
sale or exchange is limited to the excess of the gain over the previous loss 
disallowed.** 

The further limitation in subsection (b) is that gain from the sale, di- 
rectly or indirectly, of property, which in the hands of the transferee is a 
non-capital asset, is treated as ordinary gain if it is realized in a sale or 
exchange, directly or indirectly, between a partnership and partner owning 
more than 80 per cent of the capital or profits interest. Further, the gain is 
treated as ordinary gain if the sale is between two partnerships in which the 
same persons own more than 80 per cént of the capital or profits interests. 
Just as in the limitation with respect to losses, extent of ownership is deter- 
mined by application of constructive ownership principles. 

Subsection (b) is clearly designed to eliminate opportunities for tax 
avoidance. A, in a controlled partnership, will not have the advantage of a 
loss deduction while still maintaining virtual control of his property trans- 
ferred to the partnership. Similarly, A, in a controlled partnership, will not 
have the advantage of transferring low basis, current high value property 
to the partnership, thus recognizing his gain at capital gains rates, while 
more than offsetting his gain through partnership depreciation at a high 


80 T.R.C. § 707(a). 

81 The 1939 Code did not contain provisions for these transactions and the new Code 
resolves the conflict in the cases. Compare Benjamin v. Hoey, 47 F.Supp. 158 (S.D.N.Y. 
1942), rev'd on other grounds, 139 F.2d 945 (2d Cir. 1944) with Wegener v. Comm’r, 119 
F.2d 49 (5th Cir. 1941). 

82 T.R.C. § 707(b) (1). 

83 T.R.C. § 707(b) (3). The constructive ownership of stock principles of section 267 (c) 
govern. 
84 T.R.C. § 267(d). 
85 T.R.C. § 707(b) (3). 
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basis. Furthermore, because the nature of the property in the hands of the 
transferee is determinative, A will not be able to use the partnership to 
accomplish his purpose while he recognizes only capital gains. Thus, A can- 
not use the partnership to improve and sell land which he held for that 
purpose. Since the property in the hands of the partnership is held pri- 
marily for sale to customers, it is a non-capital asset, and any gain to A 
upon the sale to the partnership must be recognized as ordinary income. 


2. Guaranteed Payments 

The entity theory is maintained with respect to payments to a partner 
for services or use of capital, computed without regard to the income of 
the partnership. The partnership is given a deduction for such payments 
as a trade or business expense under section 162(a), and the partner must 
include such payments in his gross income under section 61(a). These are 
called guaranteed payments, but the definition is defective. It is not clear 
whether a partner, who is entitled to 50 per cent of the profits but not less 
than $5,000 and who receives $5,000 of the partnership’s $10,000 profits 
for the year, must treat his $5,000 as a guaranteed payment or as his dis- 
tributive share of partnership income. There is a difference, because the 
items constituting a partner’s distributive share of partnership income are 
segregated and possibly taxed at different rates.*® On the other hand, a 
guaranteed payment is treated solely as compensation.*’ To deprive a part- 
ner of the opportunity to segregate his distributive share of items may re- 
sult in a serious tax detriment. 

Guaranteed payments must be included as income in a partner’s tax year 
for any taxable year of the partnership ending with or within the taxable 
year of the partner.** Guaranteed payments, therefore, must be included in 
computing the partner’s income at the same time as he would include his 
distributive share of partnership income or loss. However, the Senate Re- 
port states: “It should be noted that such payments, whether for services 
or for use of capital, will be includible in the recipient’s return for the tax- 
able year with or within which the partnership year in which the payment 
was made, or accrued ends.” ®® 

Assume that the partnership reports on a fiscal year ending June 30 and 
partner A reports on a calendar year basis. Assume further that A is on a 
cash basis and is entitled to a payment June 30 but it is not paid. It would 
appear from the remarks in the Senate Report that A does not include the 
guaranteed payment in 1956 but in his taxable year in which the payment 
was made and the partnership year ended—in this case, 1957. This con- 


86 T.R.C. § 702(a). 
87 T.R.C. § 707(c). 
88 T.R.C. § 706(a). 
89 S, Rep. No. 1622, note 2 supra, at 387. 
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struction may have been intended, since section 707(c) refers specifically 
to “payments” to a partner for services or use of capital. If this is not so, 
then A must include the guaranteed payments in 1956 even though it has 
only accrued but has not been received.*® Thus, the distinction between cash 
and accrual method of accounting for guaranteed payment purposes is of 
no effect. 


F. PARTNERSHIP TAXED AS A CORPORATION 


Subchapter R introduces provisions which indicate a disregard of the 
form of business as the criterion for imposing taxes.* Unincorporated 
business enterprises may elect to be taxed as a domestic corporation. They 
will then be treated generally as a corporation for income tax purposes. 
They will not, however, be considered as a corporation with respect to cor- 
porate organizations and reorganizations and Chapter 2 relating to the tax 
on self-employment income.*? Each owner of an interest in the electing 
enterprise will be considered a shareholder to the extent of his interest. 

The election privilege, however, is restricted to those enterprises in 
which capital is a material income-producing factor or 50 per cent of the 
gross income is derived from trading as a principal or from certain types 
of brokerage commissions.” Additional qualifications which must be satis- 
fied on the date of the election and at all times after the first day of the 
first taxable year to which the election applies are : ** 

(1) such enterprise is owned by an individual, or by a partnership consisting 
of not more than 50 individual members ; © 

(2) no proprietor or partner having more than a 10 percent interest in profits 
or capital of such enterprise is a proprietor or a partner having more than a 10 
percent interest in profits or capital of any other unincorporated business enter- 
prise taxable as a domestic corporation ; 

(3) no proprietor or partner of such enterprise is a nonresident alien or a 
foreign partnership; . . 


The election must be made, subject to Regulations, not later than sixty 
days after the close of any taxable year to which the election is first appli- 
cable. The election must be made by the proprietor or all partners owning 


90 T.R.C. § 706(a). 

911.R.C. § 1361(a). The provisions which would have permitted corporations to be 
taxed as a partnership were not enacted into law. See S. Rep. No. 1622, note 2 supra, at 
119, 452. 

92 T.R.C. § 1361(c). 

93 This restriction clearly excluded professional services partnerships, such as law, 
medicine, or engineering, unless there are combined activities. 

94 T.R.C. § 1361(b). The provisions are not clear with respect to an enterprise which 
engages in more than one type of activity. The enterprise apparently might elect to have 
some activity taxed as a corporation while others are not. 
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an interest in the enterprise at any time on or after the first day of the tax- 
able year to which the election applies.” 

Once the election is made, it is irrevocable as to the enterprise, its pro- 
prietor or partners, and the successor enterprise, proprietor or partners.*® 
Nevertheless, if there is a change of ownership in the enterprise, the elec- 
tion is automatically revoked for the year in which the change of owner- 
ship occurs and for subsequent years, and a new election is required.** A 
change of ownership occurs when the electing proprietor or partners have 
an interest of 80 per cent or less in the capital and profits of the enterprise.® 
Constructive ownership principles are applied for purposes of determining 
change of ownership.” 


II. SALE oR TRANSFER OF INTEREST IN PARTNERSHIP 


The problems attendant upon a sale or transfer of an interest in a part- 
nership under the 1939 Code were numerous. As to the nature of the gain 
or loss, the Commissioner’s inconsistent positions increased the confu- 


sion.’ The decisions of the courts were conflicting, but most held sales of 


"Tana 


partnership interests to be a sale of a capital asse even where the part- 


nership was predominantly a personal service partnership.*° Finally the 
Commissioner recognized the sale of a partnership interest as the sale of a 
capital asset.*® 

It was likewise uncertain how payments to a deceased partner would be 


95 TR.C. § 1361(a). 

96 T.R.C. § 1361(e). 

97 T.R.C. § 1361 (f). 

98 [bid. 

99 T.R.C. §§ 1361(g) and 267. 

100 F.g., the Commissioner maintained in the case of a net gain that the partner sold his 
interest in the underlying partnership assets. Therefore, the nature of gain and loss was 
determined by the nature of each asset. G.C.M. 10092, XI-1 Cum. Butt. 114 (1932). But 
note that where there was a net loss, the Commissioner ignored the nature of the under- 
lying assets and insisted that the partnership interest as a capital asset was sold. Thus, the 
loss was to be recognized as a capital loss. McClellan vy. Comm’r, 117 F.2d 988 (2d Cir. 
1941). 

101 Compare Hatch v. Comm’r, 198 F.2d 26 (9th Cir. 1952), and Swiren v. Comm’r, 183 
F.2d 656 (7th Cir. 1950), cert. denied, 340 U.S. 912 (1951), with Cedar Valley Distillery, 
Inc., 16 T.C. 870, and Kaiser v. Glenn, 114 F.Supp. 356 (W.D.Ky. 1953) 

102 Raymond S. Wilkins, 7 T.C. 519 (1946), aff'd, 161 F.2d 830 (1st Cir. 1947). See also 
the extreme decision of Meyer v. United States, 213 F.2d 278 (7th Cir. 1954), where it 
was held that the amount of the purchase price clearly attributable to the selling partner’s 
share of income up to the date of the sale was capital gains. 

103 G.C.M. 26379, 1950-1 Cum. Butt. 58, revoking G.C.M. 10092, XI-1 Cum. Butt. 114 
(1932). Selling the partnership interest as a capital asset was especially favorable where 
the partnership held appreciated inventory or unrealized receivables. The seller recognized 
only capital gains, while the basis of the appreciated inventory and unrealized receivables 
to the purchaser was his cost basis. See also Meyer v. United States, supra note 102. 
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treated.1% Even after Bull v. United States,’ which recognized the treat- 
ment accorded such payments in the partnership agreement, it was probable 
that the payments would be construed as income to the estate of the de- 
ceased partner.’ 


A. CHARACTER OF GAIN OR Loss 


The new Code expressly provides that gain or loss from the sale of a 
partnership interest shall be recognized and shall be a capital gain or loss.’ 
The exception is that the amount of the purchase price attributable to un- 
realized receivables and inventory items which have appreciated substan- 
tially in value shall be taxed as ordinary gain or loss.’°* The exception pre- 
vents the easy conversion of ordinary income into capital gains, which had 
become possible under prior law.’®® A sale or exchange to which section 
751 would be applicable is governed by the new Code, if such sale or ex- 
change occurs after March 9, 1954." 

The new Code neglects to provide for the manner in which the portion 
of the purchase price attributable to unrealized receivables and appreciated 
inventory items shall be determined. Section 751 provides only that the 
amount of money or property attributable to unrealized receivables or ap- 
preciated inventory items shall be taxed as ordinary gain or loss. The Sen- 
ate Report reveals that the selling partner shall be treated as if he disposed 
of accounts receivable and appreciated inventory items independently of 
his partnership interest : 124 


In determining the amount of ordinary income or loss realized by a partner 
upon the disposition of his interest in such items, a portion of such partner’s 
adjusted basis for his interest in the partnership must be allocated, under regu- 
lations, to his share of unrealized receivables or substantially appreciated inven- 
tory items. The amount of basis to be so allocated shall ordinarily be his pro rata 
share of the partnership basis for such property with appropriate adjustments 
for any special transferee basis with respect to him under section 743(b). This 
amount shall be subtracted from the basis of such partner’s interest before com- 
puting his capital gain or loss on the sale of his interest under section 741. 


104 Compare Hill v. Comm’r, 38 F.2d 165 (1st Cir. 1930), with Boston Safe Deposit and 
Trust Co. v. United States, 75 F.Supp. 884 (D.Mass. 1948). 

105 295 U.S. 247 (1935). 

106 Compare James Wesley McAfee, 9 T.C. 720 (1947), and First National Bank of 
Mobile v. Comm’r, 183 F.2d 172 (Sth Cir. 1950), with Charles F. Coates, 7 T.C. 125 
(1946). 

107 T.R.C, § 741. 

108 Unrealized receivables and appreciated inventory items are defined in section 751. 

109 See also discussion at p. 14 supra, relating to close of taxable year and inclusion of 
distributive share of items described in section 702(a). The extreme decision of Meyer v. 
United States, 213 F.2d 278 (7th Cir. 1954) is clearly no longer law. 

110 T.R.C. § 771(b). 

111 S, Rep. No. 1622, note 2 supra, at 401. 
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Thus, the amount of ordinary gain or loss realized is the difference be- 
tween the partner’s basis for accounts receivable or appreciated inventory 
items and the amount of the sale proceeds attributable to these items. Capi- 
tal gains or loss realized would then be the difference between the partner’s 
basis for his partnership interest, having been reduced by his basis for the 
accounts receivable and inventory items, and the amount of the sales pro- 
ceeds attributable to this portion of his partnership interest. Applying sec- 
tion 751 in this manner reaches the same result as if the individual assets 
were sold or if the partnership sold the assets and distributed the pro- 
ceeds."” 


B. Basts oF TRANSFEREE PARTNER’S INTEREST 


Section 742 permits a partner who acquired his interest other than by 
contribution to compute the basis of his interest according to the general 
principles governing basis determination.’* Hence, the basis of a partner 
who acquired his interest by sale is his cost. The basis of a partner who 
acquired his interest from a deceased partner is the fair market value at 
the date of death or the optional estate valuation. 


C. OpTionaAL ADJUSTMENT TO BASIS OF PARTNERSHIP PROPERTY 


Under the 1939 Code no adjustments could be made to the basis of part- 
nership property, upon a sale or transfer, to reflect appreciation or depreci- 
ation in value.’’* It was thus possible that the tax imposed on the seller 
could be duplicated. For example, assume the partnership held, among 
other assets with a basis of $100, a capital asset with a basis of $50 but 
having a value of $100. Partners A and B each have a partnership basis of 
$75. If A sold his interest to C for $100, A would recognize a capital gain 
of $25. But if the partnership disposed of the capital asset at its value of 
$100, B and C would each recognize a capital gain of $25. 

Section 743 which permits an adjustment to the basis of partnership 
property cures the duplication to some extent. There may be adjustments 
to the basis of partnership property upon a sale or exchange or death of a 
partner if the partnership so elects. The election must be made under sec- 
tion 754 which, in the case of a sale, exchange, or transfer on the death of 
a partner, requires that the election also apply to all distributions of prop- 

112 The difference should be noted in tax consequences between the partner’s sale of the 
assets, the partnership sale of the assets followed by distribution of the proceeds, and the 
partner’s sale of his partnership interest in those cases where the partnership does not 
have unrealized receivables or appreciated inventory items requiring the application of 
section 751. 


113 These principles are set forth in sections 1011 et seq. 
114 Rev. Rut. 144, 1953-2 Cum. Butt. 212. 
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erty by the partnership during the year for which the election was made 
and all subsequent years."** 


1. Manner of Adjustment 

The adjustments are made only with respect to the transferee partner, 
except with respect to contributed property.*® The transferee’s basis for 
the partnership property is increased or decreased to reflect his cost or the 
fair market value to the estate.** For example, assume the partnership 
held Whiteacre with a basis of $50 and a value of $100, and Greenacre 
with a basis of $100 and a value of $80. Assume further that A’s basis for 
his partnership interest is $75 and B’s basis is $75. If A sold his interest to 
C for $90, or if A died and the estate valuation was $90, the adjustment 
for C, or A’s estate, would be an increase in the basis of Whiteacre by 
$15.18 The increase reflects the difference between the cost or the estate 
valuation and the transferee’s proportionate share of the partnership basis. 

To the extent that the appreciation in value is attributable to the differ- 
ence between the basis of contributed property and its value at the time of 
the contribution, an adjustment is made with respect to all the partners.” 
The proportionate share of adjusted basis with respect to the contributed 
property is determined by the partner’s interest in partnership capital. 
Where there is an agreement which takes into account the variation be- 
tween basis and value at the time of contribution, the agreement is taken 
into account in allocating the adjusted basis among the partners. The ad- 
justment with respect to contributed property is illustrated in the following 
manner. : 

Assume that A contributes Whiteacre, having a basis of $50 and a con- 
tribution value of $100. B contributes Greenacre with a basis of $100 and 
a value of $100. There is no agreement taking into account the pre-contri- 
bution appreciation in value; both A and B share equally in the profits. If 
A sold his interest to C for $100 and the election to adjust basis is exer- 
cised, the pre-contribution appreciation of $50 is allocated $25 to B and 
$25 to C. If, however, after the contribution, Whiteacre appreciated in 
value to $150, the post-contribution appreciation of $50 would be attribut- 
able to C only, to the extent that C paid consideration for such appreciation. 
Assume further that there is a partnership agreement taking into account 
the pre-contribution appreciation and allocating the gain entirely to the con- 
tributing partner A. Upon the sale by A to C for $100, the adjustment in 


115 The election is revocable under Regulations to be promulgated. 

116 T.R.C. § 743(b). 

117 bid. 

118 For the reason that the adjustment is made to the basis of Whiteacre, see discussion 
at pp. 23-24 infra. 

1197. R.C. § 743(b). 























1955] PARTNERSHIP FORMATION AND SALE OR TRANSFER 23 


basis would take the agreement into account.’”° Thus, the $50 adjustment 
in basis attributable to pre-contribution appreciation is allocated to C. If 
the agreement had allocated all the pre-contribution gain to A and all the 
depreciation to B, and Whiteacre had a basis of $40, then the adjustment 
in basis would be $10 to B and $50 to C.2”2 


2. Adjustment Where Election Not Exercised 

When the partnership does not exercise the election to adjust bases of 
partnership property, a transferee partner may elect an adjustment of 
bases. If a distribution is made to a transferee partner within two years 
after the transfer, the transferee partner may elect to have his basis of the 
property adjusted as if the election had been made by the partnership under 
section 743(b).1” 

In the absence of an election by either the partnership or the partner, an 
adjustment of basis to the transferee partner may be required by the Secre- 
tary upon a distribution at any time of property to the transferee partner. 
The mandatory adjustment may be required by the Secretary, however, 
only if at the time of the transfer the fair market value of the partnership 
property exceeded 110 per cent of its adjusted basis to the partnership.’ 

One problem arises with respect to the time when the value of the prop- 
erty must exceed 110 per cent of its adjusted basis to the partnership. Sec- 
tion 732(d) provides merely, “. . . if at the time of the transfer, the fair 
market value of the partnership property (other than money) exceeded 
110 per cent of its adjusted basis to the partnership.” The Senate Report 
indicates that the crucial time is “the time the distribution is made.” 1 


3. Allocation of Basis 

An adjustment to the basis of partnership property upon a sale or ex- 
change, on the death of a partner, or a distribution to a transferee partner 
may require an allocation of bases among the assets of the partnership.*”® 
The allocation must be in accordance with section 755. 

Consequently, the manner of allocation must have the effect of reducing 
the difference between the value and the adjusted basis of the property. 
For example, assume the partnership held Whiteacre with a basis of $50 


120 See discussion of section 743 at pp. 21-22 supra. 

121 The agreement had the effect of allocating Whiteacre’s basis of $40 to B. The gain 
of $60, in accordance with the agreement, is attributable to A. Thus, the adjustment in 
basis in accordance with the partners’ interests in the partnership requires an allocation 
of the $60 pre-contribution appreciation as follows: $10 to B and $50 to C. 

122 T.R.C. § 732(d). 

128 [bid. 

124 S, Rep. No. 1622, note 2 supra, at 393. 

125 T.R.C. § 743(c). 
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and a value of $100, and Greenacre with a basis of $100 and a value of 
$80. Assume further that A’s basis for his partnership interest is $75 and 
B’s basis is $75. If A sold his interest to C for $90, or if A died and the 
estate valuation was $90, the adjustment for C, or A’s estate, would be an 
increase in the basis of Whiteacre by $15. In this case, the allocation could 
be made only to Whiteacre and have the required effect of “reducing the 
difference” between value and basis. 

Moreover, allocation of adjustments to property must be made to prop- 
erty of like character, provided that the basis is not reduced below zero. 
The absence of like property or the inability to utilize adjustments will per- 
mit making such adjustments to subsequently-acquired property.'*° 


D. PAYMENTS TO A DECEASED PARTNER’S SUCCESSOR 227 


1. General Principles 

In resolving the conflict with respect to the liquidation of a deceased 
partner’s interest,’** the new Code recognizes that payments may be either 
income or partially income and partially capital gains.”*° The general prin- 
ciple is that payments in liquidation of a deceased partner’s interest shall be 
income to the recipient.?*° 

Whenever it is determined, under Regulations, that payments in liquida- 
tion are in exchange for the deceased partner’s interest in partnership prop- 
erty, payments are considered a distribution of property.’** The amount 


126 T.R.C. § 751(b). 

127 With respect to the close of a taxable year, see discussion at pp. 13-14 supra. With 
respect to optional adjustment to basis of property, see discussion at pp. 21 et seq. supra. 

128 See discussion at pp. 19-20 supra. 

129 It should be noted that generally the same principles which govern the payments to 
a deceased partner’s successor apply also to payments to a retiring partner. 

130 “§ 736. Payments to .. . a deceased partner’s successor in interest 

“(a) Payments considered as distributive share or guaranteed payment.—Payments 
made in liquidation of the interest of a retiring partner or a deceased partner shall, except 
as provided in subsection (b), be considered— 

“(1) as a distributive share to the recipient of partnership income if the amount 
thereof is determined with regard to the income of the partnership, or 

“(2) as a guaranteed payment described in section 707(c) if the amount thereof is 
determined without regard to the income of the partnership. .. .” 

“§ 753. Partner receiving income in respect of decedent 

“The amount includible in the gross income of a successor in interest of a deceased 
partner under section 736(a) shall be considered income in respect of a decedent under 
section 691.” 

181 “§ 736... 

“(b) Payments for interest in partnership.— 

“(1) General rule—Payments made in liquidation of the interest of a retiring part- 
ner or a deceased partner shall, to the extent such payments (other than payments de- 
scribed in paragraph (2)) are determined, under regulations prescribed by the Secretary 
or his delegate, to be made in exchange for the interest of such partner in partnership 














1955] PARTNERSHIP FORMATION AND SALE OR TRANSFER 25 


paid for unrealized receivables or good will, unless the partnership agree- 
ment provides for a payment for good will, is not considered a distribution 
by the partnership.?*” 


2. Income to Recipient 

When, under the general principle, payments of the distributive share 
to the recipient are income, the remaining partners’ distributive shares of 
income are reduced and the basis of their partnership interest remains un- 
changed.*** If the payment is income to the recipient as a guaranteed pay- 
ment, the remaining partners’ distributive shares of income are reduced by 
virtue of the deduction of the payment by the partnership as a business ex- 
pense, but the basis of their partnership interest is unchanged.** 


3. Income or Capital Gains or Loss to Recipient 

Payments in liquidation of a deceased partner’s interest that are consid- 
ered to be made in exchange for the partner’s interest will result in income 
to the recipient to the extent of amounts paid for unrealized receivables *° 
and good will, unless the partnership agreement provides for a payment for 
good will. Amounts received for the partner’s interest in other property, 
e.g., cash and fixed assets, will be taxable to the recipient at capital gains 
rates to the extent that the amount exceeds the recipient’s basis for the 
partnership interest.*° These payments, to the extent that they represent 


property, be considered as a distribution by the partnership and not as a distributive share 
or guaranteed payment under subsection (a). 

“(2) Special rules—For purposes of this subsection, payments in exchange for an 
interest in partnership property shall not include amounts paid for— 

“(A) unrealized receivables of the partnership (as defined in section 751 (c)), or 
“(B) good will of the partnership, except to the extent that the partnership agree- 
ment provides for a payment with respect to good will.” 

132 Amounts paid which represent the partner’s share of good will must not exceed a 
reasonable value. S. Rep. No. 1622, note 2 supra, at 398. It appears that any excessive 
amount will not be considered part of a capital interest and will be taxed to the recipient 
as ordinary income. I.R.C. § 736(b) (2). Note that inventory items which have substan- 
tially appreciated in value are not included in the special rules of section 736(b) (2). 

138 There may be an adjustment to the basis of appreciated contributed property having 
a low basis, if the election under section 743 is operative. See discussion at pp. 21, et seq. 
supra. 

134 [hid, 

135 Unrealized receivables are defined in section 751(c) as follows: 

“(c) Unrealized receivables—For purposes of this subchapter, the term ‘unrealized 
receivables’ includes, to the extent not previously includible in income under the method 
of accounting used by the partnership, any rights (contractual or otherwise) to payment 
for— 

“(1) goods delivered, or to be delivered, to the extent the proceeds therefrom would 
be treated as amounts received from the sale or exchange of property other than a capital 
asset, or 

“(2) services rendered, or to be rendered.” 

186 Conversely, loss is taxed at capital gains rates. I.R.C. § 731(a)(2). The non- 
recognition rules of section 731 do not apply to the extent that payments are not attribut- 
able to a deceased partner’s interest in partnership. 
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amounts paid for the interest in unrealized receivables and good will, re- 
duce the remaining partners’ distributive shares of income. Payments made 
for other property will not reduce the remaining partners’ distributive 
shares of income. There may be an adjustment to the basis of the remain- 
ing property if the partnership elects under section 734.**7 

Section 736 emphasizes the liquidation of a deceased partner’s interest 
as an instance for allocating payments to the successor in interest partly as 
income in respect of a decedent and partly as gain or loss on the deceased’s 
capital interest. This view parallels the result sought in current practice, 
having received acceptance in such cases as Coates.*** 


4. Allocation of Portion of Payment Representing Capital Interest and 
That Representing Income 


The partnership agreement may provide merely that payment shall con- 
stitute amounts paid for the partnership interest. It may fail to divide the 
payments so that a portion shall represent income and a portion represent 
the deceased’s capital interest. 

Under section 736 payments in liquidation of a deceased partner’s inter- 
est must be allocated between payments representing the value of his capi- 
tal interest and payments representing income. It is clear that amounts 
attributable to unrealized receivables and good will, except where the part- 
nership agreement provides for a payment for good will, do not represent 
a payment for capital interest but represent income. Likewise, any exces- 
sive portion attributable to unrealized receivables and good will represents 
income. In addition, that portion of a distributive share in excess of the 
value of the capital interest represents income if based upon income, or a 
guaranteed payment if not based upon income. 

The portion of the payments attributable to the capital interest is deter- 
mined after computing the net value of the capital interest. Accordingly, 
that portion of each payment representing capital interest is the portion 
which bears the same ratio to the total amount of each payment as the net 
value of the capital interest bears to the net value of the partnership. The 
necessary allocation is to be made under Regulations. The Senate Report 
furnishes the following example : **° 

Partner A retires from the partnership in accordance with an agreement 
whereby he is to receive $10,000 a year for 3 years, a total of $30,000, for his 
partnership interest. The value of A’s capital interest in the partnership, for 
purposes of section 736(b), is $12,000 (one-third of $36,000, the sum of 
$13,000 cash and $23,000, the fair market value of fixed assets). The accounts 
receivable (unrealized receivables) [market value of $30,000] are not included 


187 See discussion at pp. 22 et seq. supra. 
138 Charles F. Coates, 7 T.C. 125 (1946). 
189 S, Rep. No. 1622, note 2 supra, at 396. 
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in A’s capital interest in the partnership under section 736(b). Since the basis 
of A’s interest is $11,000 ($10,000, the basis of his capital investment, plus 
$1,000, his share of partnership liabilities), he will realize a capital gain of 
$1,000 on the sale of his interest in partnership property. The balance to be 
received by him, $18,000, constitutes payments under section 736(a) and is 
taxable to A as ordinary income. 

The $10,000 A received in each of the 3 years would ordinarily be allocated 
as follows : $4,000, payments for the capital interest (one-third of the total pay- 
ments of $12,000 for the capital interest), and the balance $6,000, payments 
under section 736(a). Of the $4,000 attributable to A’s capital interest, $333 is 
capital gain (one-third of the total capital gain of $1,000), and $3,667 is return 
of capital. The partnership will be entitled to a deduction under section 736(a) 
(2) of $6,000 during each of the 3 years. 


5. AllocationWhen Amount of Payment Uncertain 


When the partnership agreement provides for payment of a fixed or cer- 
tain amount, little difficulty is encountered with respect to allocation. How- 
ever, the partnership agreement may provide for payment of a fixed amount 
based on profits or a percentage of profits, payable perhaps over a stated 
period. When the amount of payment is uncertain, there may be difficulty 
in determining the portion of the payments representing capital interest. 
In these cases, payments are usually based upon profits for a limited time. 
Indeed, until the expiration of the period. stated, it will not be known 
whether the sum paid will exceed the value of the deceased partner’s capi- 
tal interest. Therefore, during the period of payment it will not be known 
what portion should constitute income. The method for treating these cases 
is suggested in the Senate Report as follows : **° 

If the agreement between the partners provided for payment to A [partner] 
for 3 years of a percentage of annual income instead of a fixed amount, a por- 
tion of each payment, determined under regulations, would be treated as paid 
for A’s capital interest, based upon its $12,000 value at the time of his retire- 
ment. The balance would be treated as a distributive share of partnership in- 
come to A under section 736(a) (1). 


According to the illustration, a proportionate return of capital is permitted 
with each payment. The difficulty, however, stems from the nature of these 
payments based, as they are, on a percentage of profits for a limited period. 
The successor in interest may be taxed on income while capital is never 
returned. 


III. ConcLusiIon 


Despite their virtues, the partnership provisions are vague in some re- 
spects, complex in others, and create new problems to be resolved. An ex- 
ample of indefiniteness is the “principal purpose” test relative to allocation 


140 [bid, 
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of shares of items in the partnership agreement. It will probably result in 
litigation, as similar tests under the old Code, e.g., sections 102 and 129, 
encountered litigation. It is hoped that the Regulations will be adequate for 
this potentially litigious area. 

The new problems of the Code appear to stem from omissions. Among 
them is section 751. That section omits guiding principles for determining 
the portion of the purchase price on a sale or exchange attributable to un- 
realized receivables and appreciated inventory. Section 732, also, in au- 
thorizing a mandatory adjustment to the basis of property, ambiguously 
refers to “time of the transfer’’ when the 110 per cent test is applicable. 
Likewise, there is ambiguity relative to allocation of portions of payments 
to a retired partner or a deceased partner’s successor. 

Nevertheless, the partnership provisions represent a notable achievement. 
The provisions are detailed in many areas and clarify formerly confused 
areas. They also provide businessmen, lawyers, and tax practitioners with 
a reasonably certain guide for predicting tax consequences and adjusting 
relations among the partners. Thus, partners are given more assurance with 
respect to possible tax consequences. 

The partnership agreement takes on a new and greater significance. In 
numerous instances it will be the taxpayer’s helper or condemner, since by 
the agreement the parties are enabled to arrange, to a considerable extent, 
the incidence of tax upon themselves. One cannot over-emphasize the care 
with which the partnership agreement should be drafted and existing agree- 
ments reviewed. 


























The Current Trend in Guaranty Cases: 
An Impetus to Thin-Incorporation ? 


DONALD J. HOLZMAN 


Flow should a non-corporate guarantor of a corporate obligation who 
has been required to make payments on his guaranty treat the transaction 
for federal income tax purposes? This question, as is true of most ques- 
tions stated in general terms, probably has no definite answer, because so 
much depends upon the facts surrounding any given transaction. However, 
even if all the facts were to be presented, the proper solution would still be 
uncertain. The reason for this is that the law is not settled. The area is cur- 
rently in the process of being developed. While a trend may be said to have 
been established by some recent circuit court decisions,’ this direction is ap- 
parently in conflict with the view of the Tax Court, which it has shown little 
indication of changing.” Also, even among the “trend” cases there is possi- 
ble doubt that the similar conclusions are founded on the same reasoning. 
In addition, there arises the question of what effect, if any, a new section 
of the Code may have on the problem.* 

For this reason it will be the purpose of Part I of this paper to explore 
the available cases and materials in an effort to draw as many helpful con- 
clusions concerning the status of the law as may reasonably be practicable. 
It will be the purpose of Part II to relate the guaranty transaction area with 
the field of thin-incorporations.* 


Part I 


Tax ALTERNATIVES IN CONNECTION WiTH GUARANTY LossEs 
Probably one of the most convenient methods of attacking a problem, at 
least with a view toward simplicity of understanding, is to work from a 


Donan J. HorzMAn (B.A., LL.B., University of Buffalo, and LL.M. in Taxation, New 
York University School of Law). 

1 Pollak v. Comm’r, 209 F.2d 57 (3d Cir. 1954) ; Edwards v. Allen, 216 F.2d 794 (5th 
Cir. 1954) ; Ansley v. Comm’r, 217 F.2d 252 (3d Cir. 1954) ; Cudlip v. Comm’r, 220 F.2d 
565 (6th Cir. 1955). But see Putnam v. Comm’r, 224 F.2d 947 (8th Cir. 1955). 

2Leo L. Pollak, 20 T.C. 376 (1953), rev'd, 209 F.2d 57 (3d Cir. 1954); Anne Klein 
Ansley, 12 TCM 1110 (1953), rev'd, 217 F.2d 252 (3d Cir. 1954) ; William B. Cudlip, 12 
TCM 1290 (1953), rev'd, 220 F.2d 565 (6th Cir. 1955) ; George Aftergood, 21 T.C. 60 
(1953) ; Peter Stamos, 22 T.C. 885 (1954), respectfully declining to follow the Third 
Circuit Court’s reversal of the Pollak case; Max Greenhouse, 13 TCM 849 (1954), de- 
cided on authority of Aftergood and Stamos. See also Bratton v. Comm’r, 217 F.2d 486 
(6th Cir. 1954). 

3 LR.C. § 166(f) (1954). 

4 See pp. 44 et seq. infra. 
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basic fact-situation. Assume, then, that 4 corporation desires to negotiate 
a loan from C bank. This is accomplished with the guarantor, a profit-seek- 
ing stockholder, indorsing A’s note. The guarantor is an individual not in 
the business of guaranteeing loans. Conditions subsequently arise making 
it necessary for the guarantor to reimburse C bank when A becomes insol- 
vent. 

There are several possibilities that should be considered concerning the 
guarantor’s tax treatment of his payment. The transaction might be con- 
sidered as: (1) a gift from the guarantor to A corporation; (2) a contri- 
bution to capital by the guarantor ; (3) giving rise to a loss on a non-busi- 
ness debt ; or (4) giving rise to a loss incurred in a transaction entered into 
for profit. 

We are here concerned primarily with the last two alternatives—non- 
business bad debt and profit-transaction loss. Hence it will suffice to dispose 
of the gift and capital contribution aspects by pointing out that under some 
circumstances the facts might indicate the existence of one or the other ;° 
that, in general, the result of such a determination will be less beneficial to 
the taxpayer than that of the third or, particularly, the fourth contention ; ® 
and that the type of guarantor occupying our attention probably will not be 
in very grave danger of having his payment so classified. 

Until the Revenue Act of 1942 there would have been very little, if any, 
practical difference between the third and fourth alternatives, since a tax- 
payer was able to claim the entire loss or bad debt as a deduction in full 
against ordinary income. However, that Act distinguished between a busi- 
nes bad debt and a non-business bad debt, continuing the full deduction for 
the former * but placing limitations on the latter by treating it as if it con- 
stituted a short-term capital loss.* Profit-transaction losses continued to re- 
ceive full deduction treatment.® As a result, a guarantor as in the example 
above will generally receive the greatest tax benefit if the profit-transaction 
loss provision can be made applicable to his situation.?° 

For the remainder of this discussion our attention should be directed 
toward the possibility or likelihood of the guarantor’s taking a preferred 


5 See Justis, Js It a Debt? Is It a Bad Debt? Is It a Business Bad Debt? in Proceep- 
incs oF New YorK UNIVERSITY TENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 183, 
196-199 (1952); Tye, Pointers in Bad Debts, Worthless Securities and Other Business 
Losses in PROCEEDINGS OF NEw YorK UNIVERSITY StxtH ANNUAL INSTITUTE ON FEDERAL 
TAXATION 681, 684-685 (1948). 

® Unless qualifying under I.R.C. § 170 (1954), a gift is not deductible. See also the 
treatment afforded by I.R.C. §§ 165(g), 166(d), and 165(a) (1954). 

7LR.C. § 23(k) (1) (1939). 

8 Section 23(k) (4) was added to the Code by section 124(a), Revenue Act of 1942. 
Section 124(d) of the same Act made the amendment applicable to taxable years begin- 
ning after Dec. 31, 1942. Section 166(d) is the comparable provision in the 1954 Code. 

9 LR.C. §§ 23(f) and 23(e) (2) (1939), ILR.C. §§ 165(a) and 165(c)(2) (1954). 

10 See I.R.C. §§ 1211 and 1212 (1954). 
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deduction under section 165(c)(2) ™“ (profit-transaction loss) as distin- 
guished from a deduction under section 166(d) ** (non-business bad debt). 
Most of the current litigation finds taxpayers like the guarantor claiming 
the former, whereas it is the contention of the Commissioner that the latter 
provision is applicable. 

Because of the confusion that seems to exist in this immediate area, it 
will be helpful to discuss the problem in general before approaching it 
through the cases and their similar fact-situations. By this method it will 
be possible to indicate and draw attention to some of the factors to be kept 
in mind when examining the language of the courts. 

The portions of the 1939 and 1954 Codes pertinent to the problem 
are identical in substance.’* Below we have the relevant sections of the 1954 
Code: 

§ 165. Losses. 

(a) General rule—There shall be allowed as a deduction any loss sustained 
during the taxable year and not compensated for by insurance or otherwise. . . . 

(c) Limitation on losses of individuals—In the case of an individual, the 
deduction under subsection (a) shall be limited to—... 

(2) losses incurred in any transaction entered into for profit, though not 
connected with a trade or business;.... 

§ 166(d)(1) General rule-—In the case of a taxpayer other than a corpora- 
tion—... 

(B) where any nonbusiness debt becomes worthless within the taxable 
year, the loss resulting therefrom shall be considered a loss from the sale or 
exchange, during the taxable year, of a capital asset held for not more than 6 
months. 


Spring City Foundry Co. v. Commissioner * is a Supreme Court case 
where the relationship between these two sections is involved. In that case 
the taxpayer sought a deduction concerning a transaction involving a debt. 
The right of deduction was claimed to be proper under either the bad debt 
provision or the general uncompensated loss provision of the statute. After 
deciding as to the former contention that the deduction was not proper in 
the year claimed because the taxpayer was unable to show the debt to be 
completely worthless at that time,”® the Court refused to consider the claim 
of its deductibility under the general loss section, stating only that the two 


provisions were “mutually exclusive.” 7° 


11 T.R.C. § 23(e) (2) (1939). 

12 T.R.C. § 23(k) (4) (1939). 

18 Note, however, the addition of I.R.C. § 166(f) to the bad debt provisions in the 1954 
Code. 

14 292 U.S. 182 (1934). 

15 Deductions for partially worthless debts were not permitted until a time subsequent 
to the taxable year involved. 

16 Spring City Foundry Co. v. Comm’r, supra note 14, at 189 n. 9, 
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... The making of the specific provision as to debts indicates that these were 
to be considered as a special class and that losses on debts were not to be re- 
garded as falling under the . . . general provision. What was excluded from 
deduction under [the bad debt provision] cannot be regarded as allowed under 
[the loss provision]. If [the loss section] could be considered as ambiguous in 
this respect, the administrative construction which has beer. followed from the 
enactment of statute—that [such section] did not refer to debts—would be 
entitled to great weight. We see no reason for disturbing that construction.17 


The Spring City Foundry Co. case is thus responsible for the doctrine 
that the bad debt and general loss provisions—sections 165(c)(2) and 
166(d) as applied to the problem at hand—are “mutually exclusive.” Ac- 
cording to this theory the existence of a loss on a debt would negative any 
attempt to claim a section 165(c) (2) profit-transaction loss deduction and 
therefore if “losses on debts” are to be deducted at all, they must qualify 
under the debt provisions of section 166(d). Assuming the existence of a 
loss arising from a non-business debt, its deductibility would thus depend 
upon whether the debt “becomes worthless within the taxable year.” * 
Only if the loss did not arise from a debt would the guarantor be able to 
take a section 165(c) (2) deduction by showing that the loss was “not com- 
pensated for by insurance or otherwise” '* and was incurred in a “transac- 
tion entered into for profit.” 7° 

Under this theory the existence or non-existence of a debt could be a 
very important issue for a taxpayer desiring a profit-transaction loss deduc- 
tion. If it can be shown that no debt was ever in existence, then it would 
seem to be a very easy matter for the taxpayer to claim that the loss he sus- 
tained was certainly not a loss on a debt. 


17 Note 14 supra, at 189. 
18 T.R.C. § 166(d) (1) (B) (1954). 


19]T.R.C. § 165(a) (1954). 

20 It is possible to misconstrue the meaning of “mutually exclusive” if the phrase is taken 
outside the Spring City Foundry Co. facts. Another interpretation might take the view that 
the two sections are mutually exclusive in the sense that if a transaction on its face seems 
to qualify under sections 166(d) and 165(c) (2), the deduction should be attempted first 
under the specific provision, section 166(d), rather than under the broad provision, section 
165(c) (2). However, if the qualifications of section 166(d) (i.e., become worthless within 
the taxable year) could not be satisfied, then the theory would allow the deduction under 
section 165(c) (2), assuming its enabling clauses were fulfilled. In other words, section 
165 would be said to cover any loss not actually qualifying under section 166(d), regard- 
less of its characterization as a loss from a debt. This interpretation fairly approximates 
the exact situation in Spring City Foundry Co., where such contention was rejected. With- 
out considering the merit of referring to such a loss from a debt which does not qualify 
under section 166(d) as a loss that could qualify under section 165(c) (2), it will suffice 
to say that the interpretation in the text, that is, only losses not arising from debts can 
qualify under the general loss provision, is the correct one and the only one which can 
reasonably be substantiated by the language of the Supreme Court in the Spring City 
Foundry Co. case. However, lest the impression be gained that this alternative interpreta- 
tion is the reasoning of some of the recent cases in this area, it should be made clear that 
it is not believed any of the courts are actually finding such result. 
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However, even if a debt exists, the guarantor may not necessarily be 
estopped from seeking relief under section 165(c)(2). The issue is the 
source of the loss. Did the loss arise from a debt, or did it arise from some- 
thing other than a debt ? The mere existence of a debt at some point in the 
particular transaction should not automatically preclude the taxpayer from 
showing that his loss did not arise from such debt. Of course, the issue in 
both situations will be the source of the loss. But if no debt is involved at 
all, then the proof of availability of section 165(c)(2) will be that much 
easier. An awareness and understanding of this basic approach should 
prove helpful in the following discussion of the relevant cases. 


Pollak: Its REASONING AND Its FOLLOWERS 


In Pollak v. Commissioner ** the taxpayer, a stockholder of a corpora- 
tion, guaranteed loans to the corporation by endorsing its notes to the lend- 
ing bank. The following developments then took place in the order here 
presented: (1) the corporation became insolvent and filed petition for re- 
organization under the Bankruptcy Act; (2) the taxpayer paid the bank 
under his guaranty; (3) the assets of the corporation were sold pursuant 
to the plan of reorganization, the taxpayer receiving 3.59 per cent of the 
amount due him as a general creditor; (4) on his return for the taxable 
year, the taxpayer claimed under “Miscellaneous” a deduction for “Pay- 
ment as Guarantor on Note”; ?* (5) the Commissioner claimed a defi- 
ciency, asserting section 23(k) (4) 78 to be the applicable dividend provi- 
sion; and (6) the Tax Court affirmed the Commissioner’s position.** 

Clearly, the Tax Court was of the opinion that a debt existed and that 
taxpayer “suffered because the corporation was unable to pay what it owed 
him.” 5 However, while the Third Circuit Court reversed and allowed a 
profit-transaction loss deduction,”® its reasoning does not lend itself to be- 
ing readily channeled into a definite statement of the course taken. Mention 
is made of the doctrine of subrogation,” and the word “debt” is frequently 
used throughout the opinion. However, other language used suggests that 
possibly the Circuit Court was of the opinion that no debt ever arose.”* One 


21 209 F.2d 57 (3d Cir. 1954). 

22 The claimed deduction was $94,904.76, computed as follows: $100,000 (guaranty pay- 
ment) less $5,095.24 (amount of reimbursement) equals $94,904.76 (loss). 

23 See ILR.C. § 166(d) (1954). 

24 Leo L. Pollak, 20 T.C. 376 (1953). 


25 Jd. at 378. 
26 Pollak v. Comm’r, supra note 21. 
27 “Tt is doubtless true . . . that under the doctrine of subrogation the corporation be- 


came indebted to Leo L. Pollak for the payments made by him on his endorsements and 
guaranty as and when he made them.” Pollak v. Comm’r, supra note 21, at 58. 

28 Perhaps some confusion results from the apparent reference to a loss as a debt. A 
debt is not really a loss; a loss is sustained when a debt becomes bad. While to a tax- 
payer reference to a bad debt as a loss seems proper, this is different from saying a loss 
is a debt. 
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such indication is that much of the discussion involving the word “debt” 
appears after that portion of the decision where the Court had already con- 
cluded that the loss qualified under section 23(e) (2),”® citing Fox v. Com- 
missioner *° in support of that conclusion. 

In Fox the taxpayer entered into a written guaranty of her husband’s 
obligations with hope of a profit.** When subsequently she had to pay on 
her guaranty, her husband was dead, his estate was insolvent, and the ex- 
ecutor was discharged. She claimed a “Miscellaneous” deduction for the 
loss resulting from what was designated a “payment on guaranty.” The 
Commissioner and the Tax Court treated this as a non-business bad debt 
under section 23(k) (4) ** and limited the extent to which the loss was al- 
lowed.** The Second Circuit Court, however, considered it a properly de- 
ductible loss from a transaction entered into for profit.** After stating that 
the transaction in which taxpayer originally became guarantor did not in- 
volve a bad debt “since she had not even made the payment which alone 
would give rise to a claim in her favor,” the Court continued : * 

... Nor could payment ten years later create a debt out of something less 
than even the proverbial stone. It is, utterly unrealistic to consider the payment 
as one made in any expectation of recovery over or of any legal claim for collec- 
tion. Actually it was merely the fulfillment of her contractual obligation of the 
earlier date. The bad-debt provision thus had no direct application; only by 
straining the statutory language can we erect here a disembodied debt against 
an insolvent and long dead debtor. 


Since the Fox decision apparently found that no debt ever existed and 
was cited at the point at which it was.in support of the Pollak conclusion, 
it is possible the Third Circuit Court considered that no debt ever arose in 
the factual situation of the latter case.** Also, the Tax Court opinion of the 
Pollak case seems to suggest that the taxpayer’s argument was based on the 
non-existence of a debt, at least for tax purposes. However, regardless of 
whether a debt is to be considered as existing in Pollak—and there seems 


29 See ILR.C. § 165(c) (2) (1954). 

80 190 F.2d 101 (2d Cir. 1951). 

81 As to the claim that the taxpayer’s best hope was to avoid loss and that, therefore, 
nothing has been done to realize a profit, the Court stated “no sound distinction can be 
drawn as between cutting losses and showing a positive gain.” Jd. at 104. 

82 This was the Commissioner’s original position. He subsequently contended the trans- 
action was a gratuity. 

83 Agnes I, Fox, 14 T.C. 1160 (1950). 

34 Fox v. Comm’r, supra note 30. 

85 Jd. at 104. 

86 Another factor bearing on this point is the statement that there never was an expecta- 
tion of repayment. It is submitted that the existence of a debt implies such an expectation 
and that its absence might suggest the non-existence of a debt. See Hanigsberg, Distin- 
guishing a Fully Deductible Loss from a Non-Business Bad Debt in ProcEepINcs or NEw 
York University SEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 914 (1949). 
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to be no way of deciding this factor with certainty—the language used also 
suggests that the loss could not be on a debt “For the debt, if we call it such, 
was worthless when acquired and therefore, did not and could not become 
worthless at any time thereafter.” *7 

It is suggested that in effect the Court probably meant a debt may have 
arisen from the entire transaction but that the loss which was sustained 
could not have resulted from the debt, because if something is worthless 
when acquired it cannot subsequently become worthless, and therefore 
nothing can eventuate to bring about a loss from such a worthless debt. 
Since a loss did in fact exist, it necessarily came from something other than 
a debt, its source being the guaranty obligation which had been entered 
into for profit.*® 

The contrary position is that the loss sustained by the guarantor is meas- 
ured by the extent to which the debt is found to be worthless and that 
therefore such loss “is directly dependent upon the worthlessness of the 
debt and raust be attributed thereto; and that since the taxpayer’s loss is 
attributable to the worthlessness of the debt, he is limited, in claiming a de- 
duction, to the provisions of Section 23(k) relating to deduction of losses 
from worthless debts.” *® While this reasoning does indeed connect the loss 
to the debt, it does so concerning amount, not source. There was no debt 
that became worthless to produce a loss. Instead, the loss resulted because 
payments were made on a guaranty contract and the debt which then came 
into existence was worthless and the taxpayer could not be compensated 
for his loss.*° 

A further reason for not connecting the source of the loss to the debt is 
that there was here no expectation of repayment on the part of the tax- 
payer. Prior to sustaining a loss on a debt a creditor may ordinarily be said 
to have had such an expectation of repayment at one time. It seems, there- 
fore, that lacking this feature, the connecting factor would appear deficient. 

It is not necessary to rely solely on reason and logic to support the propo- 
sition that if something has no worth when it is acquired it is not capable 
of becoming worthless at a later time so that a loss can be said to arise there- 
from. In spite of contentions to the contrary, Eckert v. Burnet ** seems to 


87 Pollak v. Comm’r, supra note 21, at 59. See Eckert v. Burnet, 283 U.S. 140 (1931), 
and note 43 infra. 

38 The District Court opinion in Allen v. Edwards, 114 F.Supp. 672 (M.D.Ga. 1953), 
aff'd, 216 F.2d 794 (5th Cir. 1954), referred to in Pollak v. Comm’r, supra note 21, at 59, 
as “a case almost on all fours with the one now before us [which] reached the same con- 
clusion to which we have come,” would seem to help this view. See also F. Sitterding, Jr., 
20 T.C. 130 (1953). 

89 Cudlip v. Comm’r, 220 F.2d 565, 568 (6th Cir. 1955). 

40 See Edwards v. Allen, 216 F.2d 794 (5th Cir. 1954) (taxpayer’s argument) ; Ansley 
v. Comm’r, 217 F.2d 252, 255 (3d Cir. 1954). 

41 283 U.S. 140 (1931). 
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fit well into the area. In that Supreme Court case a cash basis taxpayer had 
endorsed notes of a corporation and, when the corporation was unable to 
pay them, gave a personal note to the bank in exchange for the corpora- 
tion’s worthless notes. A bad debt deduction was denied because the debt 
being worthless when acquired, there was nothing to charge off.*? Other 
language then indicated that a loss deduction “may be permissible in the 
taxable year in which the petitioner pays cash.” ** 

The Pollak result has been reached in some other recent cases having 
similar fact patterns.** In Edwards v. Allen ** stockholders guaranteed ob- 
ligations of their corporation and upon payment on the guaranty the worth- 
less notes of the corporation were endorsed over to them. In Ansley v. 
Commissioner * the lending bank sold bonds which had been pledged as 
collateral for the corporation’s loan. The bonds had belonged to the presi- 
dent of the corporation, and he received valueless subrogee rights.** Cudlip 
v. Commissioner ** involved a payment on the guaranty of a corporate note 
made when the corporation was insolvent. In these cases it appears that a 
debt was considered involved in each transaction but that nevertheless the 


loss did not result therefrom.*® 


Is THERE A DEBT? 


In order to understand fully the enabling characteristics of a profit-trans- 
action loss incident, it becomes important to consider what combination of 
factors tends to lead a court to the conclusion that a debt does not come into 


42 The Commissioner’s position concerning the Eckert rule is that it applies only to 
debts voluntarily acquired. It is doubtful that the debt in the Eckert case can be considered 
as having been voluntarily acquired. Regardless of this, the Commissioners’ position has 
also been rejected upon the ground that “If a debt worthless when acquired cannot be 
said to ‘become worthless’ in the hands of the taxpayer if voluntarily acquired, no reason 
appears why it can be said to ‘become worthless’ in the hands of the taxpayer when in- 
voluntarily acquired.” Allen v. Edwards, supra note 38, at 675. See also Pollak v. Comm’r, 
supra note 21, and Cudlip v. Comm’r, supra note 39. 

43 Eckert v. Burnet, supra note 41, at 141-142. See also Helvering v. Price, 309 U.S. 409 
(1940) ; Park v. Comm’r, 58 F.2d 965 (2d Cir. 1932); and Katherine J. Hanes, 2 T.C. 
213 (1943). Compare Caroline D. Thompson, 22 T.C. 507 (1954). 

44 A recent Tax Court case considered Pollak “distinguishable” on the facts. See Estate 
of C. L. Hayne, 22 T.C. 113, 120 (1954). Is this an implied recognition by the Tax Court 
of the validity of the Pollak case? 

45 216 F.2d 794 (5th Cir. 1954). 

46 217 F.2d 252 (3d Cir. 1954). 

47 “By lending his guarantee, in the form of bond collateral, the taxpayer was motivated 
by a desire to protect and perhaps augment the value of his capital stock. In principle, the 
loan of the bonds does not differ from an endorsement by a guarantor who lends his 
credit to guarantee corporate notes. .. .” Jd. at 255. 

48 220 F.2d 565 (6th Cir. 1955). 

49 Compare Shiman v. Comm’r, 60 F.2d 65 (2d Cir. 1932), and Daniel Gimbel, 36 B.T.A. 
539 (1937), cases decided prior to the creation of the “nonbusiness bad debt” provision of 
the Code. 
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existence, for such result would seem to make short shrift of any conten- 
tion that a loss arose from a debt. 

As was pointed out previously concerning Fox v. Commissioner, the Sec- 
ond Circuit Court there apparently reached the conclusion that no debt ever 
came into existence, at least not for tax purposes. In its opinion the Court 
indicated that it was being “realistic,” or at least not “unrealistic,” © in 
view of all the circumstances involved. These circumstances were: (1) the 
taxpayer’s intent at the time of becoming guarantor was based upon mak- 
ing a profit in a transaction that could not be considered a clearly losing 
venture; (2) at the time of payment on the guaranty the original debtor 
was not in existence (dead), and his closed estate was insolvent; (3) at 
this same time the guarantor was said to have had no “expectation of re- 
covery over or of any legal claim for collection...” ;°! and (4) it was not 
possible to say that the payment could be “translated into a debt which 
‘compensated’ for the payment . . . where recourse to the original debtor’s 
estate was now obviously out of the question. . . .” ®” 

These factors apparently enabled the Court to reach the conclusion stated 
above. If any one thing has been said to be the prevailing factor in this case, 
it is probably that the principal debtor was not in “existence” at the time 
of payment on the guaranty.°® Subsequent opinions seem to draw upon 
this element. Some Tax Court opinions have apparently used the element 
of “existence” in combination with findings that taxpayers intended to be 
repaid should they ever be forced to make good their guaranty in order to 
indicate a debtor-creditor relationship. The result, therefore, is to refute 
the contention that a debt has not arisen. Then, seemingly ignoring the 
question of the actual source of the loss, they conclude that the deduction 
is proper only under the bad debt provision of the statute.™ 

However, even if we were to forget about the source of the loss, it is 
doubtful that the “existence” factor should be so flatly considered as con- 
demning the use of section 165(c) (2). Practically speaking, is “existence” 


” 


50 Fox v. Comm’r, supra note 30, at 104. See also Eaton, Guaranty Payment Where 
Debtor No Longer Exists: Loss or Bad Debt?, 31 Taxes 222, 230, 246 (1953). 

51 Fox v. Comm’r, supra note 30, at 104. 

52 Td. at 105. 

53 Compare Abraham Greenspon, 8 T.C. 431 (1947). See Note, 5 Tax L. Rev. 412, 
414-415 (1950) ; see also Eaton, supra note 50. 

54 See Leo L. Pollak, 20 T.C. 376 (1953), and William B. Cudlip, 12 TCM 1290 (1953). 
The Ansley case (12 TCM 1110 (1953)) was treated somewhat differently. In that case 
the taxpayer had loaned his bonds to the corporation for use by the corporation as col- 
lateral with its creditor bank. The resulting sale of the bonds by the bank was said to 
create a loss arising out of a loan by the taxpayer to the corporation which constituted a 
debt. Elaboration on this aspect was lacking, perhaps because taxpayer had treated every- 
thing as a business bad debt, and much of the opinion was concerned with showing the 
transaction to be other than in his trade or business. See also Peter Stamos, 22 T.C. 885 
(1954), and Max Greenhouse, 13 TCM 849 (1954). 
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of prime importance, or is the insolvency and lack of assets in the estate, 
i.e., the worthlessness of the situation, the important thing? Perhaps the 
“non-existence” of the principal debtor and his estate is the reason for say- 
ing no debt is created, taking the view that there can be no debtor-creditor 
relationship without a debtor. But, while the conbination of non-existence 
and insolvency might result in there being no debt, the lack of a debt is just 
another manner of indicating a situation of complete worthlessness with no 
possible hope of recourse on the part of the guarantor. There would seem 
to be no reason why a situation of complete worthlessness with no possible 
hope of recourse might not be found to exist even when the insolvent 
debtor is still in “existence” and even though a debt is technically said to 
arise. 

Perhaps this, then, is what the courts are considering in cases where they 
seem to find a debt but go on to show why the loss did not come therefrom. 
In other words, it is suggested that “existence” or “non-existence” of the 
principal debtor may be important from the view of having a debt arise 
but that the basic question of source of the loss turns on the facts of the 
case related to the question of insolvency and expected repayment, both of 
which are related to the worthlessness of the situation.” 

This proposition is not hindered but perhaps furthered by that portion 
of the Fox opinion where the Court stated in reference to the conclusion 
there reached that “it does no violence to the theory that a debt might arise 
upon payment by a guarantor where the principal debtor remains still in 
existence.” ®® If the loss does not arise from a debt, the fact of the debt’s 
technical existence is of no importancé concerning the section under which 
a deduction should be claimed. 

Another reason for suggesting that the availability of section 165(c) (2) 
should not be based solely on the “existence” factor is found in the Dis- 
trict Court’s opinion in the Allen case where it held :** 

... The Court does not consider that the death or liquidation of the principal 
debtor prior to payment by the guarantor, should or does change the result. To 
so hold would permit the shifting of the tax by the simple expedient of defer- 
ring payment on the guaranty until the insolvent principal debtor corporation 
is liquidated. 


The Third and Sixth Circuit Courts,®* in addition to giving no credence 
to the fact of existence of a principal debtor who was insolvent, also re- 
futed the Tax Court findings of intention to be repaid. Since these seemed 
to provide the Tax Court with a reason for claiming that a debtor-creditor 


55 See Fariss v. Wiseman, 131 F.Supp. 644 (W.D.Okla. 1955). 

56 Fox v. Comm’r, supra note 30, at 105. 

57 Allen v. Edwards, supra note 38, at 675. See also Cudlip v. Comm’r, supra note 39, 
at 570. 

58 See Pollak v. Comm’r, supra note 21, and Cudlip v. Comm’r, supra note 39. 
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relationship existed, presumably the Circuit Courts could have concluded 
that no debtor-creditor relationship having developed, no debt ever arose. 
However, while this might have been considered, it was nevertheless indi- 
rectly brought out that the worthlessness at the time of acquisition of any 
debt that may have been acquired precluded the loss in each case from hav- 
ing such debt as its source. 


SUMMARY OF APPROACH AND ANALYSIS 


Clearly, if a situation can be shown to fail to produce a debt, all is well 
for the taxpayer-guarantor. However, if a debt does exist and it can be 
shown to be worthless at the time of its acquisition, the subsequent reason- 
ing to reach the conclusion that a loss did not arise from the debt appears 
quite convincing. In simple terms and in simple logic the outcome seems 
properly to stem from the express language of the statute and could prop- 
erly be distinguished from a mere play on words. 

The result also seems proper in terms of the intent of the statute. The 
original purpose of distinguishing between business bad debts and non- 
business bad debts—that which led to non-business bad debts being af- 
forded treatment different from that accorded business bad debts and 
profit-transaction losses—is not being distorted or damaged. Apparently 
the purpose was to limit the bad debt claims which were primarily personal 
in nature and which might properly be classified as gifts. Loans to friends 
or relatives without expectation of repayment provided the basis for abuse 
of the formerly liberal bad debt deduction.*® A guaranty situation as in 
Pollak is very dissimilar. 

A primary element causing wariness is based on an alleged similarity be- 
tween a guaranty transaction and other transactions which also result in 
capital being made available to a corporation. This was well stated by Judge 
Stewart in his dissent to the Cudlip decision.© He pointed out that if the 
taxpayer had made an ordinary loan to the corporation, his loss upon its 
subsequent failure would receive capital loss treatment.** Furthermore, the 
same result would attach if the loan had been made and evidenced by an 
instrument bearing interest coupons © or if the taxpayer had subscribed to 
stock of the corporation.® The thought inevitably follows that a guaranty 
transaction seems too much like all of the above to yield unlike results tax- 
wise. 

59 See H.R. Rep. No. 2333, 77th Cong., 2d Sess. 45 (1942) ; Hanigsberg, supra note 36: 
Justis, supra note 5, at 187. Note the obvious administrative difficulty concerning proof of 
a gift under such circumstances. 

60 Cudlip v. Comm’r, supra note 39, at 570. 

61 See LR.C. § 23(k) (4) (1939), LR.C. § 166(d) (1954). 


62 See I.R.C. § 23(k) (2) (1939), ILR.C. § 165(g) (1954). 
68 See ILR.C. § 23(g) (2) (1939), I.R.C. § 165(g) (1954). 
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Such a theory is generally backed by the idea that one should be realistic 
so that mere form is not allowed to prevail over substance. Actually, the 
Court in the Fox case applied this theory when it took what it considered 
was a realistic approach to the problem with which it was confronted. This 
leads to a possible analogy, based on the substance-over-form idea, that 
since the taxpayer in the Pollak case was said to have had no expectation of 
repayment, the substance of the matter would indicate the absence of a true 
debtor-creditor relationship and, lacking this, no debt ever arose. Thus, 
without a debt the Fox result would be reached with taxpayer being al- 
lowed a profit-transaction loss deduction.** In other words, the substance 
of the matter would prevail over the form upon which the debt’s existence 
depended. 

Advocates of the substance-over-form rule probably do not intend this 
result. However, this possibility serves to suggest that the substance-over- 
form theory, in addition to being very vague, is neither the best nor the 
most stable rule so far as the problem in this general area is concerned. In- 
deed, there seems to be no more reason to say that since a guaranty effects 
approximately the same result as a loan, the loss thereon should be treated 
as a loss on a loan, than there would be to conclude that the similarity 
should result in the loss on a loan being treated as a loss on a guaranty.” 
In fact, from a view of the above mentioned intention the merits might 
seem to be with the latter contention. 

Furthermore, it cannot be said with certainty that a guaranty transaction 
is not substantially different from the other types of transactions enumer- 
ated above. The District Court opinion in the Allen case described what it 
called a “substantial difference between a loan and a guaranty” in the fol- 
lowing language : © 

... Ordinarily a loan is an investment made for the purpose of securing in- 
terest income. It is a capital asset. It is reasonable that Congress should treat 
a loss on the disposition or worthlessness of such capital asset just as a loss on 
the disposition of any other capital asset. But a guaranty is not a capital asset. 
It is not an asset at all but a liability. It is difficult to see how a loss on the pay- 
ment of such liability can be said to be a loss from a capital asset becoming 
worthless. 

64 Assuming the gift and capital contribution theories are not applicable. 

65 Is the possible effect of the Pollak result in the area of thin-incorporations an impor- 
tant consideration? See Part II infra. 

66 Consider the validity of the proposition whereby, under some circumstances, the 
shareholder-guarantors might be taxed on the corporate income on the theory that in 
substance they are the actual owners of such income. Schlesinger, “Thin” Incorporation; 
Income Tax Advantages and Pitfalls, 61 Harv. L. Rev. 50, 86 n. 77 (1947). See Helvering 
v. Clifford, 309 U.S. 331 (1940). 

67 Allen v. Edwards, supra note 38, at 676. Consider the applicability of this reasoning 
when the taxpayer allows his bonds to be used as collateral and receives an annual pay- 


ment, i.c., three per cent of the value of the bonds, from the borrowing corporation for 
such use of the bonds. See Ansley v. Comm'r, supra note 21. 














os 





1955] CURRENT TREND IN GUARANTY CASES 41 


To express what is perhaps the same distinction in a different manner, it 
may be pointed out that one might sell at a discount the obligation due him 
on a loan, but there is nothing that a guarantor can sell ; nothing new arises 
with which a guarantor may so deal. 

Also, at the time of entering into the contract of guaranty no debtor- 
creditor relationship arises between the guarantor and the corporation. 
There is then no obligation running from the corporation to the guarantor, 
and there may never be any such obligation. The creditor is the bank, a 
third party not involved in the ordinary shareholder-corporation loan, bond, 
or stock situation. The bank’s rights as creditor are substantial. Not only 
can the bank expect payment from the corporation, it can also rely upon 
the guarantor and any collateral he may have given if fulfillment is not 
properly forthcoming. The individual as creditor has but one source of ex- 
pected repayment. 

If a guarantor is not also a stockholder, it will be seen that his liquid 
value or net worth will probably not be affected by the general fluctuations 
of business which fall short of making payment on the guaranty necessary. 
This is because he has not yet parted with anything; neither has he re- 
ceived anything likely to change in value. However, if an individual makes 
a loan to a corporation or becomes a stockholder or bondholder his liquid 
value or net worth will vary with the- business fluctuations, since the 
amounts he would receive upon liquidation of his interest will depend upon 
the business status of his corporation at any given time. 

While the above few distinctions might possibly be expanded, enough 
has been shown to suggest that the “so much alike” argument is not with- 
out weaknesses. However, it seems proper to conclude that even if there 
is no substantial difference between these transactions, the decision reached 
in the Pollak case cannot be said to be in contravention of the statute, its 
purpose, or logic. Furthermore, it is believed that as long as facts are found 
as in that case, the conclusion on those facts and the statute might well be 
expected to be the same.® 

The following numerical examples will serve to indicate a possible in- 
terpretation of how guaranty transactions might be treated in the light of 
the above discussion. 

If the guarantor is forced to pay to the extent of 100 on his guaranty 





68 A further argument against the Pollak decision is that a “taxpayer who becomes a 
guarantor of a corporation’s indebtedness for a reason other than to make a profit (and 
not in his trade or business), will be able to take no deduction at all if he pays on a 
guaranty and can collect nothing from the original debtor.” See Cudlip v. Comm’r, supra 
note 39, at 572 (dissenting opinion). It is suggested that such a situation would probably 
be one involving a gratuity or, at best, might be shown to be a contribution to capital. 
Therefore, the receipt of no deduction or of one other than a full deduction does not seem 
improper. 
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contract and it is shown that no debt ever arose from the transaction, no 
problem would result under section 166(d). 

However, where the 100 is paid and a debt then arises between the cor- 
poration and the guarantor, the issue of the source of the loss becomes more 
acute. 

(1) If the debt between the corporation and guarantor is worth 100 and 
it is expected or it is likely to be paid in full at the time it arises, there is 
clearly no section 165(c) (2) loss because there is in fact no loss at all, the 
payment of 100 being compensated for by the debt ; and if the debt is paid 
in full, again no problem is presented. However, if only 25 of the debt is 
subsequently paid, it seems quite certain that the economic loss of 75 should 
be properly construed as arising from a debt, and section 166(d) would 
be applicable. 

(2) Now, assume the debt which originally arose was worth only 25 
when it was acquired, or such was the extent to which payment was ex- 
pected or likely. At this point a loss of 75 has been sustained. There has 
been compensation of only 25 of the 100 payment. This 75 loss could not 
have come from the debt, because there never was a debt worth the full 100 
that decreased in value to 25 to produce the 75 loss. However, the existence 
of the loss is actual. Therefore, it seems quite logical to conclude that its 
source was the guaranty contract which had been entered into for profit. 
If the 25 is subsequently paid, the transaction is fully accounted for. If the 
25 debt is subsequently able to be paid only to the extent of 10, then an ad- 
ditional loss of 15 has been sustained. Again, logic would indicate that this 
loss arose from a debt, previously worth 25, that diminished in value to 10. 
The 15 would then be a proper section 166(d) deduction. If more than 25 
is eventually paid, the excess, being compensation for the loss, should be 
accounted for to diminish the amount of loss claimed as a deduction. 

(3) Also, if at the time of paying the 100, the debt arising between 
guarantor and corporation is wholly worthless, the same reasoning as 
above should apply, to result in a loss from a transaction entered into for 
profit to the extent of 100. 

However, practically speaking, the situation may not be as simple as out- 
lined above. What should be done if at the time of payment it is not pos- 
sible to ascertain the worth of the debt or the extent to which it can be 
expected to be paid? Would it be proper to guess an amount, call the re- 
mainder a section 165(c) (2) loss, and then adjust as later developments 
necessitate? Should the entire loss be considered compensated for by the 
debt ? Is there any ascertainable loss at all at this time ? Does worthlessness 
mean “completely” worthless? If the transaction arises and is completely 
closed in the same taxable year would, or should, the result be different 
from that in the case where payment is made in one year but the transac- 


tion concluded in a subsequent year ? 
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There would seem to be no more reason for saying that the entire loss 
was a section 166(d) deduction than that it was all a section 165(c) (2) 
deduction. But do the courts suggest the latter in view of the facts of the 
cases ? It may appear that way, but when the debt is classified as worthless, 
such cannot be said to be the case. It might be proper to conclude, however, 
that “worthless” does not mean completely worthless but rather that the 
likelihood of any substantial recovery is practically nil and that any subse- 
quent recovery merely offsets the amount of the section 165(c) (2) loss. 
It would probably be quite an unworkable approach to evaluate the amount 
of the “practically nil” recovery expected, so that if less than the “practi- 
cally nil” amount is actually returned to guarantor, the small difference 
could be treated as a loss from a debt. However, in a strict sense this could 
hardly be considered improper. Undoubtedly, the confusion arising when 
more than one taxable year is involved can probably be avoided in most in- 
stances by careful timing of payment and liquidation and similar factors. 


Section 166(f) (1954) 


Section 166(f) of the 1954 Code must be considered in connection with 
this discussion. That section provides ordinary loss treatment for losses 
developing from payments by a non-corporate guarantor of non-corporate 
obligations when the proceeds of the original loan were used in the bor- 
rower’s trade or business. An additional requirement is that at the time of 
payment the obligation from borrower to bank be worthless. 

Remembering that the enactment of the non-business bad debt category 
was aimed at lending activities which would be classified as gratuitous save 
for difficulty of proof,®® one may view section 166(f) as eliminating a 
trap which might tend to create something of an injustice in the treatment 
of a legitimate transaction. Moreover, on the basis of this purpose, there 
seems little reason to exclude guaranty contracts entered into on behalf of 
corporate borrowers,” and it is surprising that the language did not in- 
clude that category. 

It is doubted that such exclusion of corporate borrowers combined with 
the characterization by section 166(f) of the guarantor’s loss in connec- 
tion with a non-corporate obligation as a loss on a debt becoming worth- 
less within the taxable year can be said to result in an intention that a guar- 
anty payment of the Pollak type should necessarily receive short-term 
capital loss treatment. Helpful to this conclusion is the clarifying statement 
found in the Committee Reports to the effect that if the taxpayer fails to 

69 See p. 39 supra. 
70 Why distinguish between guaranties on corporate and non-corporate obligations? 


Perhaps the reason hinges on the effect it might have in the area of thin-incorporations. 
See Part II infra. ; 
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meet the requirements of section 166(f), his tax treatment will depend 
upon whatever Code provisions are applicable in the factual situation.” 

In the “substance against form” argument previously presented the 
theory was that since a loan to a corporation would result in capital loss 
treatment for any loss sustained, the same should be true concerning a 
guaranty transaction. It is interesting to note that section 166(f)} provides 
ordinary loss treatment in a qualifying guaranty situation, while a loss on 
a loan to a non-corporate borrower will still receive non-business bad debt 
(capital loss) treatment, assuming the lender is not in the business of 
lending. 


CoNCLUSION 


The problem that apparently arises is for those individuals into whose 
hands falls the responsibility of making policy decisions to determine 
whether or not for some reason and for some purposes the distinguishing 
characteristics between guaranty contracts and ordinary loans should be 
recognized. If the answer is in the affirmative, the most logical approach 
would seem to be through Congressional action, because realities that are 
hard to set aside might well be expected to impede judicial legislation. 


Part II 


There is the possibility that the Pollak decision could have an adverse 
effect on the legal atmosphere in the thin-incorporation area and that such 
interpretation provide a reason for concluding that the Pollak decision is 
poor law. It is the purpose of this Part to discuss these contentions in gen- 
eral terms and attempt to examine their validity. 

This presentation is in no way intended to be an exhaustive study of 
thin-incorporations but rather to provide a basis for a more complete under- 
standing of the Pollak situation. The cited cases and articles will serve as 
leads to further materials in the thin-incorporation area should the reader 
be provoked to delve further. 


THIN-INCORPORATIONS IN GENERAL 

“Thin-incorporation” is a term frequently used to designate the finan- 
cial structure of a corporation whose capital is derived primarily from 
loans as distinguished from stock investment.” “Inadequate capitalization” 
is a comparable term. There are certain advantages to be obtained by an 


71S. Rep. No. 1622, 83d Cong., 2d Sess. 200 (1954). 

72 Perhaps the term should be reserved for situations where the debt-equity ratio is 
high when compared to that of corporations doing similar business. Railroads and public 
utilities would then be excluded from this category. See Ayers, Risk of Equity Masquerad- 
ing as Funded Debt in Closely Held Corporations in Procrepincs oF New YorK UNnt- 
VERSITY SEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 1120 (1949). 
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emphasis on “debt” financing as against financing by means of “equity” 
capital. Among these are the following : ™ 

(1) A corporation receives no deduction for paying a dividend. How- 
ever, if the payment is not a dividend but is an interest payment on a valid 
debt transaction, the corporation may claim a deduction against ordinary 
income for the full amount. With the exception of the dividend exclusion 
and the dividend credit provided for in the 1954 Code,™ the payment in 
the hands of the stockholder is treated the same—as fully-taxable ordinary 
income.” 

(2) When the principal amount of a bona fide loan is repaid, there re- 
mains little ground on which to base the contention that the payment is in 
reality a dividend to the creditor-stockholder. However, such danger does 
exist when an equity interest is involved. 

(3) A corporation is subject to tax on accumulated earnings * unless 
the reserves are being accumulated for a reasonable purpose. While it might 
be an unreasonable accumulation of earnings to build up reserves to retire 
stock, doing so to pay off a bona fide indebtedness may be a reasonable pur- 
pose and a way to avoid section 531 taxation. 

(4) If the person making the loan is in the business of lending money 
to corporations, he probably will be able to claim a full business bad debt 
deduction should the business fail. If he participated merely as a stock- 
holder, he would be limited to a capital loss deduction. 

One of the requisites for obtaining these advantages is the existence of 
a bona fide debt. A nominal capitalization and/or a high percentage of debt 
may enter into the characterization of a situation as one more nearly re- 
sembling equity financing than, as the taxpayer would often prefer, debt 


73 See Lowrimore, How to Minimize Taxes on Transfers to Controlled Corporations 
Under 1954 Code, 2 J. Taxation 66, 69 (1955); Fuchs, Thin Incorporation—Debt or 
Stock?, 5 Am. U. Tax Institute Lect. 141, 142 (1953); Stanford, What Is Adequate 
Capitalization?, 31 Taxes 231 (1953) ; Kilcullen, Tax Implications of Stockholder Loans 
to and from Corporations in PRocEEDINGS oF NEw YorK UNIversITy ELEVENTH ANNUAL 
INSTITUTE ON FEDERAL TAXATION 459 (1953) ; Holland, Tax Effects of Stockholder Loans 
to Corporation in ProceepINGs oF NEw York University NintH ANNUAL INSTITUTE 
ON FepERAL TAXATION 1083 (1951); Bryson, Stockholder Loans: “Thin” Capitaliza- 
tions in PROCEEDINGS OF NEw York UNIVERSITY EIGHTH ANNUAL INSTITUTE ON FEDERAL 
TAxaTION 732 (1950); Brown, Payment on Indebtedness to Stockholders—Interest or 
Dividends? in ProcEEDINGS oF New York UNIveRsITy SEVENTH ANNUAL INSTITUTE ON 
FeperRAL TAXATION 615 (1949) ; Kaufman, Income Tax Consequences of Corporate De- 
bentures in PROCEEDINGS OF NEw YorkK UNIVERSITY SEVENTH ANNUAL INSTITUTE ON 
FEDERAL TAXATION 1016-1017 (1949) ; Ayers, supra note 72, at 1125-1128; Semmel, Tax 
Consequences of Inadequate Capitalization, 48 Cot. L. Rev. 202, 203-204 (1948). 

74T.R.C. §§ 116 and 34 (1954). 

75 Of course, if the corporation has no earnings and profits there can be no ordinary 
dividend income, but an interest payment at such time will be ordinary income. 

76 T.R.C. § 531 (1954). 
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financing.” The Tax Court opinion in John Kelley Co.”* suggests the fol- 
lowing factors as being pertinent also to the issue of whether payments 
by a corporation are interest or dividends within the meaning of the stat- 
ute: (1) presence or absence of a fixed maturity date; (2) source of the 
payments ; *® (3) existence of the right to enforce the payment of interest 
and principal; (4) status ®° as compared to that of other creditors of the 
corporation; (5) name given to the certificates; ** (6) participation in 
management ; (7) intent of the parties whether a debtor-creditor relation- 
ship exists or a proprietary interest in the corporation is involved. Other 
possible factors are (8) a flat rate of interest as distinguished from one 
determined by profits ; °* (9) loans made in proportion to stock holdings ; ** 
(10) capital contribution and loan originally made as unidentified por- 
tions of a single investment ; (11) absence of new investment ; ** and (12) 
tax avoidance motive. 

By using some combination of the above factors courts have been able 
to determine that a proprietary interest rather than the claimed debt inter- 
est is involved in certain situations. This results in a failure to obtain the 
previously mentioned advantages inherent in debt financing.*° What com- 
bination of factors will produce what result is not known with any great 
degree of certainty ; the area is broad, confused, and confusing. 

The circumstances surrounding a guaranty situation involving a bank 
would tend to make most of the above enumerated factors inapplicable so 
far as negative implications toward the corporation and stockholder are 
concerned. However, the existence of a nominal capitalization and a large 
amount of indebtedness are probably two remaining items that could aid 
in concluding that all phases of the transaction will not be recognized for 
tax purposes.*® 


77 See Lowrimore, supra note 73; Fuchs, supra note 73, at 145-157, 164-165; Stanford, 
supra note 73; Kilcullen, supra note 73, at 462-464; Note, 5 Tax L. Rev. 424 (1950) ; 
Bryson, supra note 73; Brown, supra note 73; Semmel, supra note 73; Schlesinger, supra 
note 66, at 84-85; Note, 1 Tax L. Rev. 465 (1945). See also Dobkin v. Comm’r, 15 T.C. 
31 (1950), aff'd per curiam, 192 F.2d 392 (2d Cir. 1951), and Sogg v. Comm’r, 9 TCM 
927 (1950), aff'd on opinion below, 194 F.2d 540 (6th Cir. 1952). 

781 T.C. 457 (1943), rev'd, 146 F.2d 466 (7th Cir. 1944), rev'd, 326 U.S. 521 (1946). 
See also note 82 infra, and Comment, 44 Micn. L. Rev. 827 (1946). 

79 Whether to be made only if the corporation has earnings or regardless of that fact. 

80 Subordinate, equal, or superior. 

81 Listing as stock has more credence than designation as a bond or note. 

82 See Fuchs, supra note 73, at 160-163; Stanford, supra note 73, at 235; Kaufman, 
supra note 73, at 1021-1027; Ayers, supra note 72, at 1128; Schlesinger, supra note 66, at 
81-83. See also Earle v. W. J. Jones & Son, Inc., 200 F.2d 846 (9th Cir. 1952). 

83 Pro rata holding of stock and debt. 

84 As when a dividend is received in the form of a debt obligation. 

85 See also Kamens and Ancier, Tax Treatment of Advances by Stockholders, 28 Taxes 
1049 (1950). 

86 The usefulness of the tax avoidance aspect is doubted. See Kaufman, supra note 73, 
at 1027-1035. 
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One writer has ably pointed out the issue with which we are here con- 
cerned when he discredited any attempt at “camouflaging undercapitaliza- 
tion by making it appear as though outsiders are the true creditors.” ** The 
method described was for a close corporation or a nominally capitalized 
subsidiary to obtain extensive loans from a bank or other outsider with the 
shareholders acting as guarantors and probably being required to pledge 
security equal in value to the amount of the loans. This situation was then 
summarized, with a view toward substance, as one where the shareholders 
were actually making loans to the corporation and using the bank as a type 
of conduit. Amounts paid as interest by the corporation were then consid- 
ered as dividends to the shareholders. The conclusion in support of this 
summarization was that : *° 
it is hardly likely that the courts will allow this circuitous route to avoid the 
adverse consequences of inadequate capitalization, especially since an outside 
creditor would not lend money to the corporation without the guarantee. The 
Tax Court would undoubtedly consider the realities of each case before decid- 
ing whether the third party or the shareholder is the true lender. 


The approach might be (1) that the shareholders were lending their 
money to the corporation through the bank, resulting in the bank’s losing 
all semblance of a creditor, or (2) that the shareholders borrowed the 
money from the bank and then loaned it to the corporation. The latter view 
makes the bank a creditor of the shareholders so that interest payments by 
the corporation to the bank would be thought of in terms of being made 
on behalf of the shareholders (as interest on shareholders’ loans from the 
bank). These payments would be constructive dividends to the sharehold- 
ers. As a logical result, it should follow that the shareholders could take a 
deduction for the payments under section 163.%° 

An example will make the above reasoning a bit more obvious. Suppose 
G, the sole owner of a corporation having $1,000 of stock outstanding, 
guarantees a $9,000 loan at four per cent by a bank to his corporation, 
placing $9,000 in securities with the bank as collateral. 

The second approach would treat this transaction as though G borrowed 
$9,000 from the bank and then loaned it to the corporation. The substance 
of the matter would then be said to require the characterization of G’s im- 
plied loan to the corporation as a capital contribution for tax purposes. 

87 Note, 5 Tax L. Rev. 424, 427 (1950). 

88 Note, 5 Tax L. Rev. 424, 428 (1950). 

89 [bid. 

90 If the corporation is just being formed, consider the advisability of having the $1,000 
represented by both preferred and voting common stock. If the business prospers, the sole- 
stockholder might subsequently sell the preferred stock, realize a capital gain, and still 
retain complete control of the corporation. If the preferred stock is attained other than 


at the time of formation of the corporation, the outlay by the taxpayer might necessarily 
be greater, or dividend income or section 306 might become involved. 
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Each $360 of interest paid by the corporation to the bank would be viewed 
as a payment to the bank on behalf of G.** G would then be taxed on a con- 
structive dividend of $360. G would also have a $360 interest deduction 
under section 163," creating a wash effect. If $1,000 were paid on princi- 
pal, the same reasoning would make this a constructive dividend to G, just 
as if a portion of G’s interest in the corporation were being redeemed. G 
would not receive any deduction, but he would get $1,000 of the pledged 
securities from the bank. The corporation would not be entitled to interest 
deduction.” 

The first approach is perhaps less realistic and therefore less likely to be 
adopted. It would ignore the existence of the bank’s creditor status and 
each $360 interest payment to the bank would be as a dividend to G, but G 
would receive no deduction. Both the bank and G would treat the interest 
payment as taxable income. Two taxes (three if we include the corporate 
tax) would be paid on the same $360, the extra one being at the expense of 
G, since he has neither the $360 nor an interest deduction. A payment on 
principal would work in the same manner. The corporation would again re- 
ceive no interest deduction.” 

It would certainly seem to be rather difficult to ignore completely the 
existence of the bank as some sort of creditor. In addition to the inequita- 
ble feature resulting if this were the case, it must be remembered that to the 
bank the transaction is an ordinary loan with regular interest payments due 
as well as payments on principal. In addition, the bank has full enforce- 
ment rights against the corporation, the collateral, and G. These factors are 
hard to dismiss as irrelevant. 


RELATION OF POLLAK TO THIN-INCORPORATIONS 


The Pollak case has the effect of recognizing a guaranty transaction for 
all it claims to be—that the bank is the real creditor of the corporation, the 
true lender, and that the shareholder-guarantor has no such connection with 
the corporation. Since this was decided under circumstances where the debt- 
equity ratio was 10 to 1, the significance of the implication that the realities 


91 Since G is said to have borrowed from the bank, G would, of course, owe the bank 
interest. 

92 See I.R.C. §§ 116 and 34 (1954). 

93 As to section 531 and an accumulated earnings tax, it is hard to believe that such 
could reasonably be imposed in view of the bank’s “real” rights existing against the cor- 
poration. However, the use of the section cannot be considered absolutely precluded. 

94The same over-all result as to the interest payments obtained via the preferred 
approach could develop if the deduction were merely denied to the corporation, without 
the necessity of the other reasoning. However, the treatment of the payments on principal 
and a proper integration of the entire situation would seem to require a more extensive 
approach. 
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of a guaranty transaction cannot be ignored is increased. The case indicates 
that entering into a guaranty contract is not the equivalent of a shareholder 
making a loan to his corporation. While we have seen how a guaranty trans- 
action could presumably take the same route of being classified first as a 
shareholder’s loan and next as a capital contribution, there is now authority 
for a legally recognized distinction between a guaranty transaction and a 
loan transaction. Therefore, without this connection factor it would seem 
somewhat less probable that the thin-incorporation reasoning could prevail. 
Hence, the possible result is that a guaranty transaction might provide the 
benefits of thin-incorporation without danger of the arrangement being up- 
set. At least, the Pollak implications would seem to make an already diffi- 
cult task even more difficult by negativing some of the required factors.® 
The effect is certainly not crystal-clear, nor is it precise. However, it must 
be remembered that the entire transformation by the courts of debt into 
equity is similarly lacking in conciseness. We are dealing with a very vague 
area of the law. The main point of concern here is that Pollak might pos- 
sibly be a slight boon to debt financing and thin-incorporation.” 
Nevertheless, Pollak should not be considered as a panacea for taxpayers. 
Its implications are subject to contradiction and will no doubt be attacked 
as slight. It does not absolutely preclude the question “When is a guaranty 
not a guaranty?” from arising under extreme circumstances. This view 
is aided by the possibly distinguishing fact that the Pollak case dealt only 
with the guarantor’s treatment of a loss and not with the deductions avail- 
able for interest payments by the corporation, a related but perhaps sepa- 
rable item.*’ Also in this area, elements which are apparently important at 
one time or to one court are not necessarily so at another time or to another 
court. There seems to be a great deal from which one can pick and choose.” 


95 It was previously suggested that a reason for excluding a guarantor on a corporate 
note from contemplation under the provisions of section 166(f) was the relation inclusion 
might have to the thin-incorporation area. See note 70 supra. The theory contemplated 
was to avoid the possibility of having the debt characterization involved in that section 
create an adverse effect on any attempt to transpose debt into equity. 

96 Note also that a guaranty payment might eliminate any problem concerning “the year 
of the loss.” See 5 CCH { 10,856 (1954). Such year might also be susceptible to control— 
through control over the time of payment on the guaranty. See Holland, supra note 73, 
at 1109. 

97 Also, the debt-equity ratio was apparently not considered. 

98 Assume the taxpayer in the Pollak case had lost his argument. Unless he did so on 
the theory that the amount advanced to the corporation should be treated as a capital 
contribution by the taxpayer, with the resulting loss being from the worthlessness of stock, 
would not the decision have been contrary to the true spirit of the thin-corporation area? 
Such conclusion assumes that the decision against a profit-transaction loss deduction would 
have allowed a non-business bad debt deduction on the theory that the original loan to the 
corporation by the bank was really a loan from the taxpayer, which created a debt 
between the taxpayer and the corporation. 
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CoNCLUSION 


The Pollak case might properly be thought of as providing a somewhat 
stronger basis for debt financing through guaranty transactions than has 
previously existed. The effect is probably most profound in connection with 
loss deductions, since that case was directly concerned with such deductions. 
The effect on the other phases is likely to be somewhat more limited. How- 
ever, even assuming that the case could result in a “sure fire” scheme in the 
thin-incorporation area, this should not be reason for considering improper 
the Pollak decision in respect of the profit-transaction loss deduction. The 
thin-incorporation potentialities constitute merely one minor aspect of the 
broad problem of loss deductions by guarantors. Clearly, all guaranty trans- 
actions do not involve problems of thin-incorporation. Such problems as do 
exist might be curbed partially by diminishing the over-all incentive toward 
debt financing.*® Sound law in the main area should not be upset merely be- 
cause it results in undesirable consequences in one of its branches. 


99 It has been suggested (1) that corporations be allowed deductions for dividends paid; 
(2) that no deductions be allowed for payments on corporate indebtedness; or (3) that 
the former policy of limiting interest deductions to a stated ratio of capital investment be 
readopted. See Fuchs, supra note 73, at 165-166; Lent, Bond Interest Deduction and the 
Federal Corporation Income Tax, 2 Nat. Tax J. 131, 139-141 -(1949) ; Semmel, supra 
note 73, at 205-207. 
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Discount Bonds—Ordinary Income 
or Capital Gain? 
GENE M. ZAFFT 


: Internal Revenue Code of 1954 was proclaimed upon its adoption 
as being the answer to all existing tax problems. It has since been realized 
that many former uncertainties still persist while additional ones were cre- 
ated. However, the enactment of section 12321 is an excellent example of 
a legislative solution to judicial and administrative confusion. 

So long as long-term capital gain is given preferential tax treatment,” it 
is a foregone conclusion that taxpayers will attempt to take maximum ad- 
vantage of the benefits. The purpose of this paper is to illustrate how a po- 
tential “windfall” in the capital gains provisions has, for the future, been 
thwarted. It may be helpful in the following discussion to consider the fol- 
lowing factual situation. 


Gene M. Zarrt (LL.B., Washington University Law School and LL.M. in Taxation, 
New York University School of Law) is a member of the Missouri Bar. 

1“§ 1232. Bonds and other evidences of indebtedness 

“(a) General Rule—For purposes of this subtitle, in the case of bonds, debentures, 
notes, or certificates or other evidences of indebtedness, which are capital assets in the 
hands of the taxpayer, and which are issued by any corporation, or government or political 
subdivision thereof— 

“(1) Retirement—Amounts received by the holder on retirement of such bonds or 
other evidences of indebtedness shall be considered as amounts received in exchange there- 
for (except that in the case of bonds or other evidences of indebtedness issued before Janu- 
ary 1, 1955, this paragraph shall apply only to those issued with interest coupons or in 
registered form, or to those in such form on March 1, 1954). 

“(2) Sale or exchange.— 

“(A) General rule—Except as provided in subparagraph (B), upon sale or ex- 
change of bonds or other evidences of indebtedness issued after December 31, 1954, held 
by the taxpayer more than 6 months, any gain realized which does not exceed an amount 
which bears the same ratio to the original issue discount (as defined in subsection (b)) as 
the number of complete months that the bond or other evidences of indebtedness was held 
by the taxpayer bears to the number of complete months from the date of original issue to 
the date of maturity, shall be considered as gain from the sale or exchange of property 
which is not a capital asset. Gain in excess of such amount shall be considered gain from 
the sale or exchange of a capital asset held more than 6 months. 

“(B) Exceptions.—This paragraph shall not apply to— 

“(i) obligations the interest on which is not includible in gross income under 
section 103 (relating to certain governmental obligations), or 
“(ii) any holder who has purchased the bond or other evidence of indebtedness at 
a premium.” 
2T.R.C. §§ 1201 and 1202 (1954). Unless otherwise noted, all section numbers hereafter 
refer to the 1954 Code. 
51 
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Assume the taxpayer purchases a non-interest bearing discount bond 
from a corporate issuer for $7,500. It is in registered form, matures in ten 
years, and has a face value of $10,000. It is further assumed that the bond 
is a capital asset in the taxpayer’s hands.? 

The taxpayer as owner of the bond has two alternatives: (a) hold it 
until maturity ; or (b) dispose of it prior to maturity. His choice may have 
an important effect on the tax treatment accorded any gain realized upon 
disposition. 


IssuED Prior To JANUARY 1, 1955—-HELD To MaATuRITY AND REDEEMED 
BEFORE oR AFTER JANUARY 1, 1955 


If the taxpayer holds the bond until redemption, his realized gain will be 
$2,500, excess of amount realized over adjusted basis.* In order to take 
advantage of the preferential treatment of the capital gains provisions,® he 
will have to show that the gain was the result of a sale or exchange of a 
capital asset held for more than six months.® There is no doubt that the 
asset was held for more than six months but was it sold or exchanged? 
This is not a new question, and perhaps an examination and analysis of the 
applicable administrative rulings, court decisions, and legislative provisions 
will be of benefit. 

“When an obligation matures it is neither sold nor exchanged.” This 
was the ruling of I.T. 1637.7 Notwithstanding this categorical statement, a 
taxpayer litigated the issue before the Board of Tax Appeals.* The Board 
held that a redemption of a bond was in effect a compulsory sale of the 
bond, thus allowing the taxpayer to treat his gain as capital gains. The de- 
cision was followed by the issuance of I.T. 2488 ® which revoked I.T. 1637. 
This was the announced position of the Bureau until an opportunity to reli- 
tigate the matter arose. In 1932 the Board, upon a reconsideration of the 
same question, did an “about face” and held that a retirement did not con- 
stitute an exchange.’° The Werner case was specifically reversed, and I.T. 
2488 ™ was overruled by I.T. 2678.1" The issue now seemed closed—but 
Congress had yet to speak. 

8 T.R.C. § 1221. 

4#LR.C. § 1001 (a). 

5 See note 2 supra. 

6 T.R.C. § 1222(3). 

7 TI-1 Cum. Butt. 36 (1923). 

8 Henry P. Werner, 15 B.T.A. 482 (1929). 

9 VITI-2 Cum. Butt. 127 (1929). 

10 John H. Watson, Jr., 27 B.T.A. 463 (1932). 


11 See note 9 supra. 
12 XII-1 Cum. Butt. 117 (1933). 
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In 1934 section 117(f) was introduced into the law.’ It is to be noted 
that no reference to the provision appeared in either the House or Senate 
Reports.** 

The first case involving section 117(f) to reach the Supreme Court was 
Fairbanks v. United States. The section was held not to be a statutory 
declaration of prior law but a material addition; and that minus its appli- 
cation a retirement of a bond is not a sale or exchange within the commonly 
accepted meaning of the words.*® What, then, was the intent of Congress 
in enacting section 117(f) ? Again, the Supreme Court spoke, holding that 
the section not only provided that a retirement was to be treated as an ex- 
change, but that transactions falling withing its provisions are to be char- 
acterized as capital gains or loss transactions and no longer as ordinary in- 
come or loss transactions.” 

In William H. Noil*® the Board of Tax Appeals cited the McClain and 
Thomson cases * and decided that Congress by enacting section 117(f) in- 
tended to take out of the ordinary income provisions of the Act gains real- 
ized by a taxpayer upon the retirement of bonds. The Commissioner, how- 
ever, refused to concede that all gain realized upon the retirement of a bond 
purchased at a discount was to be given capital gains treatment even if the 
bond was a capital asset and the retirement qualified under section 117(f). 
The position taken by him may be clarified by the following hypothetical 
case. A corporate bond issued in registered form is purchased at $75, face 
value at maturity is $100, but if redeemed before maturity the issuer will 
pay a premium. The corporation redeems the bond for $103 before matu- 
rity. The contention of the Commissioner was that the $25 discount was in 
lieu of interest and was to be treated as ordinary income, and only the $3 
premium was capital gain.”° 

The Commissioner was given an opportunity to present this argument in 
the Tax Court when George Peck Caulkins petitioned for a redetermina- 


18“ |. amounts received by the holder upon the retirement of bonds, debentures, notes, 
or certificates or other evidences of indebtedness issued by any corporation (including 
those issued by a government or political subdivision thereof), with interest coupons or in 
registered form, shall be considered as amounts received in exchange therefor.” Revenue 
Act of 1934, Sec. 117(£), 48 Start. 680, 715 (1934). 

14 H.R. Rep. No. 704, 73d Cong., 2d Sess. 31 (1934); S. Rep. No. 558, 73d Cong., 
2d Sess. (1934). 

15 306 U.S. 436 (1938). 

16 [bid. 

17 McClain v. United States and Helvering v. Thomson, both cases reported in 311 U.S. 
527 (1940). 

18 43 B.T.A. 496 (1941). 

19 See note 17 supra. 

20 See G.C.M. 21890, 1940-1 Cum. Butt. 85. 
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tion of an asserted deficiency." The taxpayer had purchased a ten-year 
Accumulative Investment Certificate in registered form at a cost of ap- 
proximately $15,000. Terms of the purchase provided that if held to ma- 
turity, the issuer would redeem the certificate for $20,000. The $20,000 
was paid upon maturity, and the corporation deducted the $5,000 differ- 
ence as an interest expense. Caulkins, however, treated the $5,000 as a long- 
term capital gain. The Court held that the retirement was within the pro- 
visions of section 117(f) and the taxpayer had treated the gain properly.” 
The Commissioner filed his non-acquiescence ** and appealed the decision 
to the Sixth Circuit Court.** 

The Circuit Court agreed with the Commissioner’s argument that no 
valid reason could be given for the theory of taxing “discount increment”’ 
differently from ordinary interest. The fact that Caulkins received the gain 
upon redemption rather than in periodic payments was held to be of no im- 
portance, since the $5,000 was paid in lieu of interest as consideration for 
the loan of the $15,000. However, the Court ruled that the wording of sec- 
tion 117(f) was clear, must be taken as Congressional intent, and the Tax 
Court must be affirmed.” 

For nine years the issue lay at rest. Then in 1953 the Commissioner was 
asked for a ruling as to the taxability of certain bonds issued by the Israeli 
Government. The bonds were twelve-year, non-interest bearing obligations, 
in registered form, and the maturity value was equal to 150 per cent of the 
issue price. A ruling was given, stating that the increment would be treated 
as ordinary income since the gain was in lieu of interest. The Commissioner 
drew an analogy between the Israel bonds and Series E United States Sav- 
ings Bonds. He further ruled that the Caulkins case was to be limited to its 
precise facts.”® The ruling, it is submitted, may be attacked on two grounds: 
(a) the analogy to Series E bonds is not valid because tax treatment of 
these obligations is covered by a specific statute ; 7" and (b) the Israel bonds 
do fall within the facts and law of the Caulkins case. 

The rule of section 117(f) has with some modifications been embodied 
in the 1954 Code by the adoption of section 1232(a) (1).7* Thus, the con- 
fusion surrounding the Caulkins decision will be present as long as corpo- 
rate and governmental obligations issued prior to January 1, 1955 are still 
outstanding. The Commissioner has recently added to the confusion by 


21 George Peck Caulkins, 1 T.C. 656 (1943). 

22 Jbid. 

23 1943 Cum. Butt. 28. 

24 Comm’r v. Caulkins, 144 F.2d 482 (6th Cir. 1944). 
25 Jbid. 

26 Rev. Rul. 119, 1953-2 Cum. Butt. 95. 

27 49 Star. 21 c. 5, § 6 (1937). 

28 See note 1 supra. 
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withdrawing his acquiescence and issuing a non-acquiescence, almost twelve 
years after the Tax Court decision.”® He has also published Revenue Rul- 
ings 55-135 and 55—136.*° The former ruling expresses the Bureau’s posi- 
tion that the discount at which National Savings Bonds of Mexico are 
originally issued constitutes ordinary income when realized upon redemp- 
tion.** The latter ruling modifies Revenue Ruling 119,** to the extent that 
Ruling 119 accepted the Caulkins decision as correct.** 

The Commissioner’s contention is predicated on the theory that the origi- 
nal issue discount is essentially interest.** Therefore, when the bond is re- 
deemed at par the gain is attributable not to an increase in the value of the 
capital asset but to a realization of interest, which is ordinary income. This 
argument was made in the Caulkins case but rejected by reason of the lan- 
guage of section 117(f). Since section 1232(a)(1) is, for practical pur- 
poses, a reenactment of section 117(f), the Caulkins decision is still appli- 
cable to the retirement of obligations issued prior to January 1, 1955.% 
However, a taxpayer attempting to utilize section 1232(a)(1) and Caul- 
kins to obtain capital gains treatment must be prepared to meet the Com- 
missioner’s argument and probable litigation. 


IssuED BEFORE JANUARY 1, 1955—SoLp or EXCHANGED BEFORE 
MATURITY 

Since the effect of section 1232(a) (1) and its predecessor, section 117 
(f), is to treat a retirement as a sale or exchange, the question arises 
whether an actual sale before retirement should require different tax treat- 
ment. It is submitted that the question be answered in the negative. 

Long-term capital gains is defined as gain from the sale or exchange of 
a capital asset held for more than six months, if and to the extent such gain 
is taken into account in computing gross income.** Gain from the sale of 
property is defined as the excess of the amount realized over basis,*" and 
the amount realized is the sum of money plus the fair market value of other 
property received.** Thus, when the taxpayer in the original factual situa- 
tion sells his bond for $10,000, which was in excess of his basis by $2,500, 


29 1955 Int. Rev. Butt. No. 11, at 6. 

30 1955 Int. Rev. Butt. No. 11, at 12. 

31 Jbid. For purposes of this paper, National Savings Bonds of Mexico are identical 
with the Israeli bonds discussed previously. 

82 1953-2 Cum. Butt. 95. 

83 See note 30 supra. 

84 Deputy v. DuPont, 308 U.S. 488 (1940) ; Old Colony R. Co. v. Comm’r, 284 U.S. 
552 (1932). 

85S, Rep. No. 1622, 83d Cong., 2d Sess. 436 (1954). 

86 See note 6 supra. 

87 See note 4 supra. 

88 T.R.C. § 1001 (b). 











56 TAX LAW REVIEW [Vol. 11: 


he has a $2,500 gain. He may contend, and not without considerable merit, 
that this $2,500 is gain from the sale of a capital asset held for more than 
six months. However, is the gain from the sale or exchange of a capital 
asset, or is it a realization of interest? 

This question was recently presented to the Tax Court in the Rodney F. 
Paine case.*® Paine sold, ten days prior to maturity, certain non-interest 
bearing notes which had been issued originally at a discount substantially 
less than face value. As a result of the sale just before maturity, the tax- 
payer realized an increment representing the excess of sales price over basis. 
The Court sustained the Commissioner’s contention that the increment was 
ordinary income.*® Section 117(f) was held not applicable because the 
notes were not in registered form and were without interest coupons, and 
there had been no retirement. Notwithstanding these findings, the petitioner 
asserted that the holding of the Caulkins case ** precluded other than capi- 
tal gains treatment. The Court attempted to distinguish that case by stating, 
“We think it is clear, that the decision in the Caulkins case was based solely 
upon the precise language of section 117(f) which left no doubt that the 
entire amount received as a result of the retirement of notes in registered 
form was to be deemed received in exchange for such notes despite the rec- 
ognition by both Courts [the Tax Court and Sixth Circuit Court] that the 
increment there under consideration was essentially interest.” *? 

The taxpayer, therefore had to bring his transaction within the provi- 
sions of section 117(a)(4) (now section 1222(3)) to achieve capital 
gains treatment. The section, however, was held to be inapplicable because 
the gain was deemed to have resulted-from the sale of a right to receive 
ordinary income and that right was not a capital asset. If Paine had held 
the notes until maturity, ordinary gain would have been realized. The 
Court refused to allow an anticipatory sale to convert what would normally 
be ordinary income into capital gains.** This decision was based upon 
the rationale of the Hort,** Horst,*® Keiselbach,*® Rhode’s Estate," and 
Charles T. Fisher ** cases. 

The Hort case involved the cancellation of a lease in return for a lump- 
sum payment to the lessor. The transaction was held to give rise to ordi- 
nary income, because had the lease not been cancelled the rental payments 


89 23 T.C. 391 (1954). 

40 bid. 

41 See notes 21 and 24 supra. 

42 See Rodney F. Paine, supra note 39, at 401. 

43 See note 39 supra. 

44 Hort v. Comm’r, 313 U.S. 28 (1941). 

45 Helvering v. Horst, 311 U.S. 112 (1940). 

46 Comm’r v. Kieselbach, 317 U.S. 399 (1942). 

47 Rhode’s Estate v. Comm’r, 131 F.2d 50 (6th Cir. 1942). 

48 Charles T. Fisher, 19 T.C. 384 (1952), aff’d, 209 F.2d 513 (6th Cir. 1954). 
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received thereunder would have been ordinary income. In Helvering v. 
Horst a father gave the interest-coupon of a bond to his son but retained 
the bond. The father was held taxable on the interest received by the son. 
Here, too, if the father had retained the coupon, he would have received 
ordinary income when the interest was paid. The taxpayer in the Kiesel- 
bach case received a lump-sum payment as the result of a condemnation 
sale. Part of the proceeds was designated “interest.’”” The Supreme Court 
held the transaction to be equivalent to a sale of the property and a reten- 
tion of a purchase money lien at legal interest by the taxpayer. Such inter- 
est when paid would, of course, be ordinary income. The Court stated, 
“these payments [interest] are indemnification for delay, not a part of the 
sales price.” In the Rhode’s Estate case the taxpayer’s decedent sold a right 
to receive a $12,000 dividend for $11,925 shortly before the dividend was 
payable. The Sixth Circuit Court decided the $11,925 was ordinary income, 
on the theory that the taxpayer had assigned the right to receive ordinary 
income and the assignment did not change the character of the gain to capi- 
tal gains. The principal case relied on in the Paine opinion was that of 
Charles T. Fisher. 

Fisher owned a six per cent note in the principal amount of $133,849.44. 
As of a given date, prior to maturity, the taxpayer was entitled to $75,- 
574.29 accrued but unpaid interest. The note. was sold for $200,000, which 
was in excess of its basis, and Fisher sought to treat the gain as capital 
gains. The Tax Court held the excess to be ordinary income because the 
taxpayer sold his right to receive ordinary income and that a sale of a right 
to receive in the future ordinary income already accrued produces ordinary 
income rather than capital gain. 

There can be little argument with this reasoning as applied in the par- 
ticular cases. However, in the original fact-pattern, the taxpayer would 
have received capital gains upon the retirement of his bond if the Caulkins 
decision is correct, and the Tax Court seemed so to indicate in the Paine 
opinion. Thus, a sale just prior to maturity would not be an attempt to 
change the nature of the gain from ordinary to capital but merely an earlier 
realization of that gain. However, the Paine decision went one step beyond 
merely holding that a taxpayer cannot change the character of his gain by 
an anticipatory sale. The Court held that the amount received upon the sale 
should be segregated into two parts: (a) the amount received for the notes 
(capital assets) ; and (b) the amount received for the interest factor (non- 
capital asset). This, it is believed, is the real crux of the decision. 

Judge Fisher, who wrote the Paine opinion, attempted to distinguish the 
Caulkins case on the theory that section 117(£) required the entire amount 
received on retirement of the bond to be treated as received in exchange 
therefore. The conclusion then reached was that the amount received for the 
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“interest factor” must also be considered as having been received in an ex- 
change and therefore entitled to capital gains treatment. It is submitted that 
section 117(f£) does not guarantee capital gains treatment unless the asset 
retired is also a capital asset held for more than six months. If the Tax 
Court is correct in separating the increment from the note and consider- 
ing only the latter as a capital asset, whether the amount received for the 
increment is received in a bona fide sale or treated as so received under sec- 
tion 117(f) is immaterial. The sale or exchange of a non-capital asset pro- 
duces ordinary income. Section 1232(a) (1) continues the problem whether 
the amount received upon retirement should be segregated. 

The section requires the asset to be a capital asset in the taxpayer’s hands 
if he is to have a retirement considered a sale or exchange *® (section 
117(f) had no such requirement). The theory of the preferential taxation 
on capital gains is that an increase in the value of a capital asset which has 
taken place over a period of time should not be taxed in full in the particu- 
lar year in which the gain is realized.°° Query whether a taxpayer who has 
purchased a discount obligation knowing that his entire gain will be real- 
ized in one year should be allowed to treat the realization of the discount 
as capital gains. He has voluntarily elected to receive his interest in a lump- 
sum rather than in installments, and it is opined that this election as to time 
of receipt should not change the character of the gain. It is believed that a 
more realistic approach, and one that does no violence to the intention of 
Congress in allowing preferential tax treatment of capital gains, is to seg- 
regate the interest factor from the underlying obligation. 

Thus, a taxpayer who owns a discount bond issued prior to January 1, 
1955 and who sells it before maturity will have a “hard row to hoe” if he 
is to have the benefit of capital gains treatment. If the bond is in registered 
form or has interest coupons attached, the taxpayer may possibly overcome 
the contention that he is attempting to convert the character of his gain. 
However, the rationale of segregating the interest factor from the bond 
must also be rebutted. Although it should make no difference if a registered 
bond is retired or sold before retirement, a taxpayer may fare better if he 
waits until retirement and attempts to rely upon the Caulkins case. 


IssuED AFTER DECEMBER 31, 1954—So_p BEForE Maturity or HELD 
Untit RETIREMENT 
The treatment of gain realized upon a retirement or upon a sale or ex- 
change prior to retirement is now specifically set out in section 1232(a) 
49 See note 1 supra. 


50 H.R. Rep. No. 350, 67th Cong., Ist Sess. 10 (1921); S. Rep. No. 275, 67th Cong., 
Ist Sess. 12 (1921) ; 1939-1 (Part 2) Cum. Butt. 176, 189. 
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(2).** The section attempts by means of a formula to determine what part 
of a gain shall be treated as capital gains and what part as ordinary income. 
The formula, in essence, is expressed in the form of a proportion: the gain 
to be taxed as ordinary income is to the original issue discount as the num- 
ber of months the obligation was held by the taxpayer is to the number of 
complete months from issue date until the date of maturity. Gain in excess 
of the amount to be taxed as ordinary income shall be taxed as capital 
gains. The section defines the terms “original issue discount,” “issue 
price,” and “issue date.” Perhaps a few hypothetical cases will illustrate 
the mechanics of the section. 

(1) Taxpayer purchases a bond when originally issued for $750. The 
bond is a ten-year bond with a face value of $1,000. The original issue dis- 
count is $250 and there are 120 complete months from date of original 
issue until maturity. Assume further that the taxpayer holds the bond the 
full ten years. X (amount taxed as ordinary income) is to $250 (origi- 
nal issue discount) as 120 (number of months held by taxpayer) is to 120 
(number of complete months from original issue date until maturity). 
Thus, X :$250=120:120, or X=$250, and the entire gain is taxed as 
ordinary income. 

(2) Assume the same facts as above, except that the taxpayer sells for 
$900 after holding the bond for five years. Thus, X :250=60 :120, or X= 
$125. Therefore, $125 will be taxed as ordinary gain; but since the tax- 
payer realized a total gain of $150 ($900 less $750) and $125 is taxed as 
ordinary gain, the excess of $25 is taxed as capital gains. 

(3) Assume the same facts as in (1) above, except the taxpayer sells 
for $800 at the end of five years. X :250=60:120, or X=$125. How- 
ever, the total gain is only $50 ($800 less $750), and it is taxed as ordi- 
nary income. Thus, any gain up to and including $125 is to be taxed as or- 
dinary income. 

(4) A bond is purchased by A when originally issued for $750. It is a 
ten-year bond and redeemable at maturity for $1,000. A holds the bond 
for five years and sells to the taxpayer for $850, who holds to maturity. 
X :250=60:120, or X=$125. Thus, the taxpayer realizes $125 ordinary 
gain and $25 capital gains. 

(5) Assume the same facts as in (4) above, except A holds the bond 
for only two years and then sells to the taxpayer for $775. The taxpayer 
holds the bond for six years and then sells for $950. X :250=72:120, or 
X=$150. Thus, $150 of the taxpayer’s gain is taxed as ordinary income 
and the balance of the gain, $25, is taxed as capital gains. 

51 See note 1 supra. Note that section 1232(a)(2) applies only if the obligation was 


issued after December 31, 1954. 
52 Ibid. 
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From the foregoing, it is apparent that Congress has chosen to segregate 
the interest factor from the capital asset. If a taxpayer purchases a dis- 
count obligation originally issued after December 31, 1954 and holds it 
until maturity, he will be taxed at ordinary income rates on the entire gain. 
The Caulkins case, therefore, has been legislatively reversed by section 
1232(a) (2). However, the Senate Committee Report makes it clear that 
in the case of bonds or other evidences of indebtedness issued before Janu- 
ary 1, 1955, the law prior to the enactment of section 1232(a) (2) will con- 
tinue to be operative.” 


Bonp WitTH Excess NuMBER OF Coupons DETACHED 

An analysis of section 1232 would not be complete without some consid- 
eration of subsection (c).°* This subsection deals with the problem of 
evidences of indebtedness which are issued with interest coupons but are 
purchased by the taxpayer with an excess number of coupons detached. An 
obligation will be considered to have an excess number of coupons detached 
if any of the coupons which first become payable more than twelve months 
after the purchase date are not received by the purchaser. Thus, if a bond 
is purchased on January 1, 1955, the subsection will be applicable should 
the purchaser fail to receive any coupons payable after December 31, 1955. 
If an evidence of indebtedness is purchased with an excess number of cou- 
pons detached, then any gain realized on a later sale or exchange (including 
retirement) of the obligation by the purchaser shall be treated as ordinary 
income to the extent of the difference between the fair market value of the 
asset if no coupons had been detached and the actual purchase price. To 
illustrate, assume the fair market value of a bond with three per cent in- 
terest coupons is $900. The taxpayer purchases the bond for $800 because 
three years’ coupons are detached. He later sells the bond for $950. The 
difference between fair market value and purchase price is due to an excess 
number of coupons having been detached ; and the first $100 of gain will 
be taxed as ordinary income. The additional $50 gain will be taxed as ordi- 


53 See note 35 supra. 
54 T.R.C. § 1232: 
“(c) Bond with excess number of coupons detached.—If— 
“(1) a bond or other evidence of indebtedness issued at any time with interest coupons 
is purchased after the date of enactment of this title, and 
“(2) the purchaser does not receive all the coupons which first become payable more 
than 12 months after the date of the purchase, 
then the gain on the sale or other disposition of such evidence of indebtedness by such pur- 
chaser shall be considered as gain from the sale or exchange of property which is not a 
capital asset to the extent that the market value (determined as of the time of the pur- 
chase) of the evidence of indebtedness with coupons attached exceeds the purchase price. 
If this subsection and subsection (a) (2)(A) apply with respect to gain realized on the 
retirement of any bond, then subsection (a) (2)(A) shall apply with respect to that part 
of the gain to which this subsection does not apply.” 
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nary income or capital gains, depending upon the application of the formula 
provided in section 1232(a) (2) (A). 


CONCLUSION 


Since there are countless evidences of indebtedness issued prior to Janu- 
ary 1, 1955 still outstanding, taxpayers will have numerous opportunities 
to relitigate the problems which arose in the Caulkins and Paine cases. For 
those obligations issued after December 31, 1954, however, taxpayers 
must accept certainty of tax treatment at the sacrifice of possible capital 
gains. It is believed that the approach taken in section 1232 is both realistic 
and in keeping with the spirit of the law. 
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Notes 


Tax Treatment of the Lease With Option to Purchase: Is Allocation 
the Answer? Businessmen contemplating the initiation of new businesses 
or the expansion of existing businesses commonly face the necessity of acquir- 
ing expensive buildings and machinery. In deciding upon a contractual form 
for the acquisition, the amount of required initial capital outlay often is of pri- 
mary importance. Very likely tax-saving potential will also be considered. Dur- 
ing the last few years rental agreements have increased in use among business- 
men largely because of their supposed tax advantages. The principal advantages 
claimed for the lease as opposed to the outright purchase are (1) the lessee’s 
operating capital requirements are less, since he does not have to commit large 
sums to long-term investments; and (2) the rental deduction which may be 
claimed by the lessee as an ordinary business expense will generally be greater 
than the allowable depreciation deduction, thus saving taxes. 

Where the property is leased outright for a term of years there are usually 
no tax complications, the lessee being entitled to a deduction for rental pay- 
ments.1 When, however, the lease is coupled with an option to purchase the 
property, tax problems arise since the option itself represents a property inter- 
est in addition to the leasehold. 

Taxpayers choosing the lease with option to purchase expect to be able to 
deduct all rental payments as ordinary and necessary business expenses.” On 
the other hand, lessors under such agreements commonly expect to treat pay- 
ments received under the lease as includible in gross income.* In addition, the 
lessor will be allowed the deduction for depreciation until the date the lessee 
exercises the option.* Frequently, however, the Commissioner has argued that 
the so-called rental payments are not deductible by the lessee because an 
“equity” has been acquired in the property. Less frequently, the lessor will 
argue that the payments received by him should be classified as purchase price 
rather than rentals. In urging a sale rather than lease, the lessor hopes to be 
taxed on only the portion of the payment attributable to “gain.” The manner 
in which the courts have responded to these and similar arguments is the sub- 
ject of this paper.** For the sake of convenience, cases involving the lessor and 
lessee will be discussed separately. 


1. VARIATIONS OF THE OpTION CLAUSE 


The lease with option to purchase has reached the courts in a multitude of 
variations. In its most common form the lease requires the lessee to make rental 


1T.R.C. § 162(a) (3) (1954). See also 4 Mertens, Feperat Income Taxation §§ 25.93 
et seq. (1942) ; 1 MontcoMeEry, FEDERAL Taxes 569-575 (1952). 

2 Ibid. 

8 T.R.C. § 61(a) (1954). 

4LR.C. § 167(a) (2) (1954) See also 4 MERTENS, op. cit. supra note 1, §§ 23.06 and 
aa.11. 

#* For a short discussion of the pre-1948 tax cases involving the lease with option to 
purchase, see Siegel, Options to Buy or Renew Contained in a Lease in PRocEEDINGS OF 
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payments for the term of the lease and grants him the right to purchase the 
property upon payment of a fixed sum of money.® In the usual situation the 
option amount is substantial. However, in a number of cases the lease agree- 
ment has provided that title shall vest in the lessee automatically upon payment 
of the remaining rentals.” 

The option price is not always a fixed amount. In several cases the lease 
agreements have provided for the application of rental payments against a pre- 
viously establishd value,’ the option price thus becoming smaller with each pay- 
ment. 

Usually the lease contract provides that the option may be exercised only 
after all rental payments have been made.® However, there are lease agreements 
which allow the lessee to exercise the option prior to expiration, thus avoiding 
payment of unaccrued rentals.!° 

In an alternative lease form the lessee is not bound to make all payments but 
has the right to withdraw from the lease agreement at any time." In other re- 
spects the lease is similar and has the same possible variations of the option 
clause. With such a wide choice of possible lease arrangements, it is not sur- 
prising that tax results differ depending on which form is used. 


2. CASES INVOLVING THE DISGUISED CONDITIONAL SALE 


The cases fall logically into two major groups. In the first group typically 
the lessee is obligated to pay rent for the entire term of the lease and can obtain 
title to the property upon payment of a nominal option price. The lease agree- 
ment usually recites that payments are to be applied toward the purchase price 
and that at the end of the lease term, the tenant may buy the property for one 
dollar or some other nominal sum. When faced with the problem of classifying 
payments under such agreements, the courts have disregarded the lease form 
when it appeared inconsistent with the true nature of the agreement. Ordinarily, 


New York UNIVERSITY SIXTH ANNUAL INSTITUTE ON FEDERAL TAXATION 990 (1948). 
See also Stemback, Lease Agreements Containing Options to Buy, 26 Taxes 741 (1938) ; 
4 MERTENS, op. cit. supra note 1, § 2593 n. 24; 4 MerTENS, FEDERAL INCoME TAXATION 417 
(Cum. Supp. 1952). For a discussion of both the pre-1948 and later cases, see Note, Tax 
Treatment of “lessors” and “lessees” under Lease-Purchase Agreements, 62 YALE L.J 273 
(1953). See also Newlin, Leasing Industrial Machinery. Some Tax Problems of the 
Lessee, 33 Taxes 138 (1955); Johnson, Lease Improvements to Leased Property and 
Options to Purchase in ProceepIncs oF NEw York UNIvERsITY TWELFTH ANNUAL 
INSTITUTE ON FEDERAL TAXATION 75 (1954). 

5 Holeproof Hosiery Co., 11 B.T.A. 547 (1928). 

6 Benton v. Comm’r, 197 F.2d 745 (Sth Cir. 1952). 

7 Watson v. Comm’r, 62 F.2d 35 (9th Cir. 1932) ; Alexander W. Smith, Jr., 20 B.T.A. 
27 (1930) ; Jefferson Gas Coal Co. v. Comm’r, 52 F.2d 120 (3d Cir. 1931) ; Helser Machine 
& Marine Works, Inc., 39 B.T.A. 644 (1939). 

§ Rotorite Corporation v. Comm’r, 117 F.2d 245 (7th Cir. 1941) ; Clarence B. Eaton, 10 
T.C. 869 (1948) ; Truman Bowen, 12 T.C. 446 (1949). 

® Benton v. Comm’r, supra note 6; Edward E. Haverstick, 13 B.T.A. 837 (1928) ; 
Holeproof Hosiery Co., supra note 5. 

10 Gilken Corp., 10 T.C. 445 (1948) ; Helen E. Leatherbee, 34 B.T.A. 196 (1936). 

11 Chicago-Stoker Corp., 14 T.C. 441 (1950). 
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the approach taken has embodied an attempt to determine the real intent of the 
parties to the lease. Uniformly, the conclusion reached by the courts has been 
to regard such agreements as disguised conditional sales. As a result of this 
reasoning, the lessee is required to treat the payments as purchase price. 

Jefferson Gas Coal Co. v. Commissioner is the earliest tax case involving 
the above described lease pattern. Under the lease there litigated the lessee was 
required to pay a total of $310,000 in royalties over a ten-year period. When that 
amount had been paid the lessor agreed to execute a deed to the remaining coal. 
The Board of Tax Appeals found the agreement to be a conditional sales con- 
tract and denied the rental deduction claimed by the lessee. In affirming, the 
Court of Appeals for the Third Circuit stated that the provisions of the agree- 
ment were “entirely foreign to an actual bona fide lease and showed the true 
nature of the agreement to be a contract of sale rather than a lease.” 13 The 
common judicial viewpoint in this situation has probably been best stated in 
the Commissioners’ notes on the Uniform Conditional Sales Act : 14 

[A lease is substantially equivalent to a conditional sale] when the buyer is 
bound to pay rent substantially equal to the value of the goods and has the 
option of becoming or is to become the owner of the goods after all the rent is 
paid. .. . That the buyer, in some cases, has the option of becoming the owner 
and thus a sale is not sure to take place, is of but small importance, for, as a 
practical matter, the buyer will always be willing to accept ownership when he 
has paid the value. 


Subsequent cases 15 involving similar lease agreements have followed the Jef- 
ferson Gas Coal Co. rationale, indicating that no tax savings can be expected 
by the mere device of drafting a conditional sales agreement in lease form. 


3. Cases INVOLVING THE TRUE LEASE WiTH OPTION TO PURCHASE 


More serious problems arise where the option provision is actually intended 
to grant a genuine power of election. For instance, where the option price is 
substantial in amount, the problem of classifying the payments made prior to 
exercising the option as either purchase price or rentals becomes most perplex- 
ing. This results from the fact that “. . . where payments at the time they are 
made have dual potentialities, 7.e., they may turn out to be payments of pur- 
chase price or rent for the use of property. . . .”?® A further problem arises 
because the courts seem agreed that it is unnecessary to provide consistent treat- 
ment to the lessor and lessee in tax cases construing leases with purchase op- 


tions. 


12 52 F.2d 120 (3d Cir. 1931). 


18 Jd. at 122. 
142 Unirorm LAws ANN., ConpITIONAL SALES § 1. See also 2 WiixtsToNn, SALES § 336 


(rev. ed. 1948) ; 3 Jones, CHATTEL MorTGAGES AND CONDITIONAL Saces § 958 (Bower’s 


ed. 1933). 
15 Watson v. Comm’r, supra note 7; Helser Machine & Marine Works, Inc., supra note 


7; Alexander W. Smith, Jr., supra note 7. 
16 Chicago-Stoker Corp., supra note 11, at 444 (1950). 
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A. Statutory PRovIsIONS 


Section 61(a),!7 defining “gross income,” requires the inclusion of all in- 
come from whatever source derived, including rents and royalties. Section 
162(a)(3),1* in contrast, permits the deduction of rentals or other payments 
required to be made as a condition to the continued use or possession of prop- 
erty for trade or business, except where the lessee (1) is taking title to the 
property, (2) has taken title to the property, or (3) has acquired an equity in 
the property. The statutory language of this latter provision was introduced 
into the law as section 12(a) (1st) of the Revenue Act of 1916.1° Intended by 
its drafters to close a loophole whereby mortgagors were being allowed busi- 
ness deductions for payments on mortgage contracts, the statutory language 
distinctly affected other factual situations. 

Under the typical lease with option to purchase, the lessee clearly does not 
take title to property prior to exercising the option. He will, however, often 
make somewhat greater rental payments than would be the case had no option 
been granted. The basic issue thus becomes one of determining whether or not 
this difference in amount must be regarded as creating an equity in the property. 

The word “equity” is not defined in the statute or in the Regulations. In its 
property sense it is ordinarily used to denote a right to compel a conveyance; 
in its business sense the word “equity” usually means a capital investment in 
property by one who has not yet obtained full ownership. The courts, in 
requiring more than the mere existence of an option before denying the rental 
deduction, appear to indicate that the term is used in its business rather than 
in its property sense. 


B. THE INTENT TEstT 


The test of whether or not the lessee has an “equity” in the property is de- 
pendent to a great extent on economic considerations. Courts, however, initially 
approached the problem of payment characterization by looking at the intent 
of the parties.2° The intent criterion was brought into the tax field from other 
areas of the law where it had been used to determine whether a lease-option 
contract was a lease or conditional sale.*1 In adopting an intent standard, the 
courts examined not only the provisions of the lease but also other evidence 
which reflected the purpose of the parties. For instance, motives such as the 
desire to escape a tax on purchase money mortgages ?” or to avoid state redemp- 
tion statutes *° have been considered indicative of the true nature of the lease 
agreement. Likewise, tax avoidance has been considered a reason for the 
lease option form and, if blatant enough, courts have found sufficient basis for 


17 L.R.C. § 61(a). 

18 T.R.C. § 162(a) (3). 

19 Revenue Act of 1916, Sec. 12(a) (1st), 39 Start. 756, 767 (1916). 

20 See Jefferson Gas Coal Co. v. Comm’r, supra note 7. 

21 See Hervey v. Rhode Island Locomotive Works, 93 U.S. 664 (1876) (a creditor’s 
dispute after the lessee’s bankruptcy). 
22 Robert A. Taft, 27 B.T.A. 808 (1933). 
23 FE. G. Robertson, 19 B.T.A. 534 (1930). 








1955] NOTES 69 


a holding that the parties’ contract comprised a sale rather then a lease.*4 Other 
evidences of the lessee’s intent to purchase have included the making of expen- 
sive improvements having a useful life in excess of the lease term,” the placing 
of a deed in escrow by the lessor,?® and inconsistent lessor-lessee tax treatment 
of amounts paid under a lease.?7 

Economic factors have played a dominant role in the more difficult decisions. 
In Holeproof Hosiery Co.*® the lease bound the lessee to pay rent for thirty 
months. At the end of this term he was given the option of purchasing the leased 
equipment at an option price equivalent to about two-fifths of the original value 
of the equipment. The Board of Tax Appeals, in affirming the Commissioners’ 
disallowance of the asserted rental deduction, emphasized the fact that the rental 
payments plus the option price only slightly exceeded the original value of the 
property. In addition, the fact that the equipment had a useful life substantially 
in excess of the lease term was urged by the Board as indicating that an equity 
in the property had been created as the result of each additional “rental pay- 
ment.” In later cases unusually high initial payments *° or the fact that the op- 
tion price was less then the property’s worth *®° have been cited as economic 
factors indicating an intent to purchase. 

The courts have taken a quite different approach when the issue involved the 
correct tax treatment of payments received by the lessor. Payments were re- 
garded as rent, and thus includible in the lessor’s gross income, unless the lessee 
had acquired an equity in the property under the terms of the instrument.4 
What the instrument said rather than outside evidence of intent thus became 
all-important. The end result was to regard all payments made prior to exericse 
of the option as rent unless the lessee was bound to consummate the sale. This 
was true even in situations where the agreement was considered a disguised 
conditional sale to the lessee.” 


24 Many different motives for adopting the lease with option to purchase have appeared 
in the cases. For instance, in Chicago-Stoker Corp., supra note 16, the lessee did not want 
to enter a purchase agreement until he could be certain the business would prove profitable. 
Often the lessee wants to test the equipment prior to purchase and still be given the benefit 
of favorable price fluctuations. See Holeproof Hosiery Co., supra note 5. Income tax avoid- 
ance is often the reason for the use of the lease-option agreement. In Robert A. Taft, supra 
note 22, the lessee wanted to amortize a down-payment, and in Rankin v. Comm’r, 60 F.2d 
76 (6th Cir. 1932), the lessee wanted to depreciate the improvements over a short-term 
lease. The lessor on the other hand may want to avoid an immediate tax on his gain from 
the sale (A.R.M. 189, 1-2 Cum. Butt. 68 (1922) ). 

25 Rankin v. Comm’r, 60 F.2d 76 (6th Cir. 1932). 

26 Alexander W. Smith, Jr., supra note 7, at 32 (1930). 

27 William A. McWaters, 9 TCM 507 (1950). 

28 11 B.T.A. 547 (1928). 

29 Robert A. Taft, supra note 22; Steve Lodzieski, 3 TCM 1056 (1944). 

80H. T. Benton, 9 TCM 811 (1950), rev'd, 197 F.2d 745 (5th Cir. 1952). 

81 Edward E. Haverstick, 13 B.T.A. 837 (1928), accord, A. W. Henn, 20 B.T.A. 1133 
(1930) ; Indian Creek Coal and Coke Co., 23 B.T.A. 950 (1931). 

82 See Watson v. Comm’r, supra note 7; Alexander W. Smith, Jr., supra note 7. These 
two cases are good examples of how the courts used intent evidence to buttress their find- 
ings of a conditional sale. Yet when the lessor’s tenant was not legally bound to exercise 
the option, intent evidence was overlooked. 
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In Goldfields of America, Ltd.** the Board of Tax Appeals gave its reasons 
for the more limited approach followed in “lessor” cases and the often seem- 
ingly inconsistent holdings reached. In meeting the lessor’s argument in favor 
of consistency of tax treatment to lessee and lessor, the Board stated,** 

Since tax deductions by the buyer are controlled by the language of the de- 
duction provision of the statute [section 162(a) (3) (1954) ], there is no neces- 
sary reciprocal relation between them and the taxation to the seller of the peri- 
odic payments received by him.... 


Differences in statutory language were thus relied on by the Board as sufficient 
cause for the varying tax results. 

An approach which places so much emphasis on form will necessarily reach 
harsh results. The opinion of the Board of Tax Appeals in Rotorite Corpora- 
tion *© is an instance. Rotorite leased certain patents to Sunbeam under an 
agreement which provided that when the royalty payments equalled a fixed op- 
tion price, title to the patents would pass. Sunbeam was free to withdraw from 
the contract at any time. In the year the option was exercised Rotorite, desiring 
to recover its basis on the patents, reported all receipts as purchase price. The 
Board held that all payments received prior to exercise of the option were ordi- 
nary income. Rotorite thus sustained a capital loss in the amount of its unre- 
covered basis on the patents. Because of the capital loss limitation provision,*® 
the possibility existed that even this deduction might be wasted. In reversing,®" 
the Court of Appeals for the Seventh Circuit ameliorated the harshness of the 
Board’s holding by allowing Rotorite to treat all payments made during the 
year the option was exercised as purchase price, and the Court indicated that a 
lessor should be allowed to treat receipts as purchase price in the year it be- 
comes virtually certain the option will be exercised. 


C. Tue Economic Factors TEst 

Because of the confusion in the case law, the Tax Court, in 1948, in Judson 
Mills *® abandoned the intention test in favor of a strict economic factors test. 
After stating, “. . . it matters not . . . what was the intention of the par- 
ties,” °° the Tax Court went on to find that a low option price compared to the 
total consideration paid and coupled with a useful life materially in excess of 
the lease period constituted prima facie evidence that the option price granted 
a bargain purchase. Having found a bargain price, the Court presumed that an 
equity in the property had been created by each additional payment. 

Subsequent cases have stated the economic factors test in different and some- 
times confusing language. For instance, the Tax Court has found the lessee to 





388 44 B.T.A. 200 (1941). 

84 Jd. at 202. 

35 40 B.T.A. 1304 (1939), rev'd, 117 F.2d 245 (7th Cir. 1941). 

86 T.R.C, § 1211(a) (1954). 

87 Rotorite Corp. v. Comm’r, 117 F.2d 245 (7th Cir. 1941), reversing 40 B.T.A. 1304 
(1939). 

8811 T.C. 25 (1948). 

89 Jd. at 32. 
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have an equity (1) where the value or market price exceeds the option price; * 
(2) where the rental payments exceed “the depreciation and value” ;*! and 
(3) where the rental payments exceed the allowable depreciation of the prop- 
erty.*? Depreciation becomes a factor only where the agreement both provides 
for application of rental payments against a stated value and allows the lessee 
to exercise the option at any time. Because of the variable option price, it is 
impossible to compare the market value of the property with the option price 
prior to the date of actual exercise of the option. Out of necessity the Tax Court 
has developed the approach of comparing the interim payments to normal de- 
preciation which is allowable on similar property. 

Another economic consideration, apparently not yet raised in the cases, in- 
volves a comparison of lease payments to fair market rental for similar prop- 
erty. Where the rental payments are equal to or less than the fair market rental, 
it is submitted the lessee could contend that although an equity in the property 
presently exists, said equity came into existince after the rental payments had 
been made. Such an argument would seem to have merit where the discrepancy 
between market value and option price was created by a sudden upturn in the 
value of the property due to changed economic conditions. Where, on the other 
hand, the equity in the property comes into existence prior to the rental pay- 
ments the comparison would be of no value to the lessee. 

Soon after Judson Mills ** a new approach to “lessor” cases appeared in three 
actions involving World War II government equipment rental purchase agree- 
ments. The lease agreement in all three cases provided that rental payments 
should be applied against a fixed value. When rentals equalled the stated value 
or where the difference plus one per cent per month was paid in a lump sum, 
title was to pass to the United States. In the first case, Estate of Clarence B. 
Eaton,** the taxpayer reported all government payments as ordinary income. 
When the government rental payments equalled approximately one-half the 
fixed value of the property, the government exercised its option. In the same 
year the taxpayer filed amended returns, asserting that amounts received in 
previous years constituted purchase price. He therefore claimed that he should 
be taxed on only his “gain” from the sale. In holding against the taxpayer, the 
Tax Court stated there need be no similarity of classification between payments 
made prior to exercise of the option and those made at the time of exercise; all 
payments made prior to exercise of the option under a bona fide lease were re- 
garded as ordinary income. 

One year later, in Truman Bowen,** an opposite holding was reached by the 
same Court in a case involving a virtually identical lease-purchase agreement. 
However, two additional factors were regarded as significant: first, the equip- 


40H. T. Benton, supra note 30. 

41 Chicago-Stoker Corp., supra note 11; Louis E. Whitham, 10 TCM 250 (1951). 

42S. P. McCall, 12 TCM 1171 (1953); Renner & Maras, Inc.. 9 TCM 451 (1950) ; 
Mary Alice Browning, 9 TCM 1061 (1950). 

4811 T.C. 25 (1948). 

4410 T.C. 869 (1948). 

4512 T.C. 446 (1949). 
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ment options were all exercised within fifteen months of the date the lease was 
entered into; second, the option payments totaled only about one per cent of all 
the payments made by the government. If the prior payment were to be re- 
garded as rental income, it would mean that Bowen sustained a substantial loss 
taxwise on the sale. In order to obviate that result, the majority of the Tax 
Court found the previous payments to be purchase price. The Court felt it was 
unreasonable to conclude that Bowen would enter into a contract under which 
he might be likely to sustain a loss on a subsequent sale. Six dissenting judges 
were unable to distinguish the Clarence B. Eaton * decision. 

The importance of Truman Bowen ** lies not so much in its holding as in the 
approach taken by the Tax Court. In citing “lessee” cases in support of its de- 
cision, the Tax Court implies that henceforth attention will be given to how 
the lessee would treat the payments under similar circumstances. The case law, 
however, is far from settled. Although the Bowen case was followed in Mary 
Alice Browning,* the third case involving a government rental agreement, two 
subsequent Tax Court memorandum opinions *® have revived the element of 
intent as a consideration. It is to be hoped that three recent revenue rulings *% 
indicating consistent lessor-lessee tax treatment will be followed in the future 
by the Commissioner and the courts. 

Precisely when it seemed the case law had settled around the Tax Court’s 
economic factors test, the first appellate court challenge arose. In Benton v. 
Commissioner ®° the taxpayer was the lessee of a taxicab business under a ten- 
month lease during 1945-46. The monthly rental was $5,000 and the lease gave 
an option to purchase for $35,060, exercisable at the expiration of the lease 
period. During the previous year the joint lessors had operated the business 
themselves and had earned profits of $50,000 on an investment of $60,000. The 
taxpayer exercised the option at the expiration of the lease but in the interim 
reported payments as business expense deductions. The Commissioner disal- 
lowed the asserted rental deduction. In affirming denial of the deduction, the 
Tax Court applied an economic test, finding the option price to be substantially 
below the property’s value. 

The Court of Appeals for the Fifth Circuit reversed, stating, “Whether what 
is in form a lease is in effect a conditional sales contract depends on the inten- 
tion of the parties.” 5! In reverting to the pre-1948 intention standard, the 
Court emphasized the reasonableness of the rental. Further, it regarded the op- 
tion price as a fair estimate of the property’s prospective value. The Court con- 
sidered economic comparisons relevant but felt bound to weigh all factors 
which might bear on the parties’ intent. Facts considered important were the 
approaching end of World War II and the anticipated decline in business plus 


46 See note 44 supra. 

47 See note 45 supra. 

489 TCM 1061 (1950). 

49 Renner & Maras, Inc., supra note 42; W. H. Hughes, 11 TCM 797 (1952). 

49° Rev. Rul. 55-540, 1955 Inv. Rev. Butt. No. 35, at 9; Rev. Rul. 55-541, 1955 Inr. 
Rev. Butt. No. 35, at 6; Rev. Rul. 55-542, 1955 Int. Rev. Butt. No. 35, at 14. 
50197 F.2d 745 (5th Cir. 1952), reversing 9 TCM 811 (1950); Note, supra note 4a. 
51 197 F.2d at 752. 
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the need of replacing worn-out taxicabs. In the light of such facts, the Court 
was not convinced that $35,000 was an unreasonable estimate of what the cab 
company would be worth at the end of the lease period. In addition, the fact 
that the lessors had been listed as the owners of the company on the “assumed 
name” records of the county and had reported the rental receipts as ordinary 
income in their tax returns was regarded as indicative of an intent to lease. 

One significant proposition was asserted by the Circuit Court in revitalizing 
the intent criterion. Where the determination that the lessee has acquired an 
equity is based upon a comparison of the option price with the value of the 
property, that comparison should be made in the light of facts and circum- 
stances as they existed at the date the contract was made; judicial hindsight 
should not be used. It follows that if the option price represents a reasonable 
prediction of the property’s future value, the lessee acquires no equity until the 
option is exercised. 

The Benton decision seems open to serious criticism. In the first place, limit- 
ing the issue of the existence of an equity in the property to the date of con- 
tracting is an unwarranted interpretation of the statutory language. The stat- 
ute instead requires a determination as to the existence of an “equity” at the 
date of each individual payment. This view necessarily adds to the taxpayer’s 
already difficult burden of proof. However, if the courts will continue to con- 
strue the word “equity” in its business sense, it seems meaningless to hold that 
no equity exists when the lessee is able to acquire the property upon exercise of 
the option for less then its fair market value. _ 

Secondly, the restoration of intent as a test of deductibility seems unwise. In- 
tent works satisfactorily as a standard in determining whether the agreement 
constitutes a lease or a sale, but once a bona fide lease has been found to exist 
further employment of the intent standard to determine whether the lessee has 
acquired an equity seems patently unrealistic. An observation from the case law 
is pertinent. Where the intent test is relied upon, the courts seldom mention the 
language of section 162(a) (3) ; however, where the economic factors test is ap- 
plied, that statutory language assumes paramount importance. Inasmuch as the 
deduction depends upon statutory law for its existence, the latter approach ap- 
pears more sensible. Finally, continued use of the intent criterion is almost cer- 
tain to produce the multitudinous litigation characteristic of other areas of the 
tax law where the intention test prevails.®? 

The Tax Court in three cases decided since Benton has indicated its reluc- 
tance to return to an intention test. In two of the cases this standard has been 
mentioned but both opinions have emphasized economic factors.®* In the third 
and most recent case, Breece Veneer and Panel Company,** the Tax Court 
based its decision strictly on an economic factors approach. In so doing, it dis- 
tinguished the Benton case by stating that its memorandum decision had been 
reversed on an issue of fact rather than law. 


52 See Comm’r v. Culbertson, 337 U.S. 733 (1949). 


53 Note 49 supra. 
5422 T.C. 1386 (1954). 
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4. Is ALLOCATION THE ANSWER? 


Plainly, the tax status of the lease with option to purchase is at best confused 
and uncertain. The nub of the problem is the requirement that a hybrid business 
transaction which is neither a pure lease nor a pure sale be neatly categorized 
for tax purposes as one or the other. This characterization problem is no less 
perplexing under the economic factors test than under the intent test. Yet the 
courts have concluded that the statutes require fitting each payment into one of 
the two mutually exclusive categories, purchase price and rental payment. 
Where the transaction presents what is in essence a conditional sale in the dis- 
guise of a lease, there is, of course, no injustice in refusing to allow deduction 
of the claimed rental payments so long as the sale rationale is consistently ap- 
plied for the benefit of the seller. That is merely recognizing the transaction for 
what it is and applying the law accordingly. However, where the transaction 
includes elements of both sale and lease, the present judicial formulas cannot 
approximate a just result and, in fact, may produce absurdities. For example, 
it is obviously absurd to characterize as a sale a transaction in which the option 
is never exercised and the lessee never acquires ownership. 

The ultimate question which must be asked is whether or not strict charac- 
terization of payments is required by the statutes. In answer, it is at least argu- 
able that section 61, the gross income provision, does not require characteriza- 
tion of lease-option payments as either totally purchase price or totally rentals. 
In fact, examples of payment allocation exist in several other areas of tax law.*® 
Section 162(a) (3), the business rental deduction provision, appears to leave 
less room for argument. However, until a more precise definition of the term 
“an equity in the property” is given by the appellate courts, payment allocation 
by the lessee as well as the lessor would appear permissible. It is doubtful that 
the courts will on their own initiative adopt a system of allocation. However, in 
other areas of the tax law allocation has resulted from a new regulation or 
revenue ruling.5? The time seems ripe for the Treasury to add a new regulation 
or revenue ruling, allowing allocation in the lease with option to purchase area, 
in order to clarify the law and prevent future tax inequities. 

Under a proposed allocation formula the dual nature of the lease-purchase 
agreement would be recognized. Out of each payment an amount equal to the 
fair rental value of the property would be regarded by both lessor and lessee as 
rent; the remaining portion would be considered as attributable to purchase 
price. For example, if we assume the lessee makes payments of $10,000 a year 
and that the fair market rental of the property is $7,000, the lessee should be 
allowed to deduct $7,000 and the lessor required to include this amount in gross 
income as rental receipts. The excess of $3,000 would be treated by both par- 
ties as part-payment of the purchase price. Out of necessity the tax treatment 
of the amount attributable to purchase price would be postponed until the trans- 


55 Renner & Maras, Inc., supra note 42, Contra, Mary G. Gordon, 17 T.C. 427 (1951). 

56 See Francis Silberman, 22 T.C. 1240 (1954) (involving an agreement not to compete). 

57 See Rev. Rul. 55-119, 1955 Int. Rev. Butt. No. 10, at 10, involving the basis of prop- 
erty acquired in exchange for an annuity. 
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action has been closed, i.¢., until the option has been either exercised or allowed 
to expire. 

One commentator 5° has advocated that in the interim, purchase payments 
should be applied against the lessor’s basis for the property. Burnet v. Logan *® 
is an example of the use of this method where the sale transaction remains open 
and the courts are unable to value the amount received by the seller. Another 
possibility would be to hold the payments in suspense until the transaction has 
been closed. 

Both solutions, however, fail to solve many problems. For instance, if we as- 
sume payments are applied against basis, how shall we treat amounts received 
after basis has been used up? Should this amount be taxed at ordinary or capi- 
tal gains rates? If the gain from a sale would be ordinary gain in any event, then 
it would seem that no harm would result from its immediate inclusion in ordi- 
nary income. If, however, the assets are capital or section 1231 assets, pres- 
ent inclusion in ordinary income might deprive the lessor of the benefit of pos- 
sible capital gains treatment on his profit. Furthermore, Helvering v. San 
Joaquin Fruit and Investment Company ® indicates that sale occurs at the time 
the option is exercised. If this is true, the question arises whether it is ever 
proper to include in income amounts attributable to purchase price prior to 
exercise of the option. 

The suspense account solution results in taxing the whole gain to the lessor 
in the year the option is exercised. The amount realized by the lessor upon such 
exercise will be the total of the payment attributable to purchase price plus the 
option amount. The same result follows under the application of purchase pay- 
ments against basis solution, subject, of course, to the possible difficulty men- 
tioned earlier when payments exceed basis. 

Where, however, the option is not exercised, bunching of income will occur 
in the year the option expires. This bunching of income will very likely result 
in a heavy tax burden on the lessor. Likewise, bunching of loss may reduce the 
over-all benefit of the loss deduction to the lessee. A possible solution to this 
problem would be to permit some sort of “spreading” over the term of the op- 
tion. Before this could be done, however, it would seem necessary to add a 
statutory provision similar to section 1341 ® of the present Code. The advisa- 
bility of adding to the already over-complex tax statutes in order to cover such 
a small area of the tax law is open to grave doubt. On the whole, the existence 
of a possible tax inequity would appear outweighed by the need for statutory 
simplicity. 

Under both solutions the appropriate method of handling depreciation must 
be given consideration. Under present law the depreciation deduction may be 
taken by the lessor prior to exercise of the option. Under an allocation approach 


58 Johnson, Lessee Improvements to Leased Property and Options to Purchase in Pro- 
CEEDINGS OF New YorkK UNIVERSITY TWELFTH ANNUAL INSTITUTE ON FEDERAL TAXA- 
TION 75, 94 (1954). 

59 283 U.S. 404 (1931). 

80 297 U.S. 496 (1936). 

61 T.R.C. § 1341 (1954). 
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both the lessor and lessee would be allowed the depreciation deduction. This 
would be done by permitting them to allocate the allowable depreciation on the 
basis of their capital investment in the property. The lessor would take depre- 
ciation on a declining balance and the lessee on an increasing one. The neces- 
sary computations would be no more difficult than allocations now required 
under other sections of the Code. This solution to the problem of depreciation 
is consistent with the dual sale-lease nature of the transaction and therefore 
should be acceptable to both the Commissioner and the lessor and lessee. 


CONCLUSION 


The intention test frequently fails to perform its proper function of interpret- 
ing the statutory language of the rental deduction. In the disguised conditional 
sale area, use of the intention criterion has proven satisfactory in lessee cases. 
However, in lessor cases the courts’ failure to apply the test consistently has 
resulted in several questionable decisions. The economic factors test is more 
cognizant of the statutory language but has often been phrased rather confus- 
ingly. Both tests are subject to criticism because they require categorization 
of payments as either rent or purchase price. Some inequities are, therefore, 
inevitable. 

A better answer to the problem of payment categorization exists in the adop- 
tion of an allocation approach. The use of allocation under section 162(a) (3), 
the rental deduction provision, will very likely have to await statutory revision 
of the “equity” requirement. In the meantime, its use should be permitted where 
the tax liability of the lessor is in question. —Scortt Luxins * 


Another Community Property Anomaly 


Federal Income Taxes. Married persons in the community states, except 
California,’ have been permitted since 1920 to split their income for tax pur- 
poses.” The older theories of taxation, which were based on formal title or 


* Scorr Luxtns (A.B., Harvard College; LL.B., University of Washington School of 
Law; and LL.M. in Taxation, New York University School of Law) is a member of the 
Washington Bar. 

1 See United States v. Robbins, 269 U.S. 315 (1926). 

2T.D. 3138, 4 Cum. Butt. 238 (1921), promulgated by the Commissioner, announcing 
that the wife was a partner and had a vested interest in the community property in Ari- 
zona, Idaho, Louisiana, New Mexico, Nevada, Texas, and Washington. See also Poe v. 
Seaborn, 282 U.S. 101 (1930) ; 1 pe Funrax § 238-242 (1943). New Mexico has levied an 
income tax since 1933 (N.M. Laws 1933, c. 85, § 1). Married couples having a combined 
income of $3,500 or more, are required to file returns. The statute permits the filing of a 
joint return by husband and wife, except where husband and wife are living apart, in which 
case they “shall make separate returns.” A joint return is made on the basis of the spouses’ 
total income. If separate returns are filed, each reports his or her separate income and 
one-half of the community income. An exemption of $2,500 is allowed a married couple 
and a $200 exemption for each minor or dependent child. The tax is assessed at the rate 
of 1 per cent on net income up to and including $10,000; 2 per cent on net income from 
$10,000 to $20,000; 3 per cent on net income from $20,000 to $100,000; and 4 per cent on 
net income over $100,000. 
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ownership, made the practice applicable in the community states where each 
spouse actually owned one-half of the community estate. This resulted in tax 
savings for the spouses. So long as federal taxes were low no audible cries of 
unfair privilege were heard from the common law states. But beginning in the 
1930’s, when the present age of taxation commenced, resentment was expressed 
over the tax advantages enjoyed in the community states. The 1941 Act 
brought these cries to full voice. From 1942 to 1948, as a result of lowering the 
amount of exemptions and credits, increasing surtaxes, and lowering the brack- 
ets at which surtax rates were applicable, the advantages of income-splitting 
became highly important, even to married persons in the lower income groups. 
What happened after 1942 in Hawaii, Michigan, Nebraska, Oklahoma, Oregon, 
and Pennsylvania is now recorded history.* The hasty adoption of community 
property legislation and its speedier repeal after 19485 in those same jurisdic- 
tions are not adequate commentaries on the community property method. 

A 1948 amendment to the Code,* by permitting married persons throughout 
the United States to split their incomes by filing joint returns, in effect adopted 
the theory of joint ownership of family resources. The 1954 Code retains this 
provision." However, separate returns are still provided for, and in some in- 
stances there is a slight advantage to be had in the community states by filing 
separate returns. But it seems clear that community property principles have 
become a permanent part of federal tax law. 

Section 1001 of the 1954 Code explains how to compute gain or loss from 
the sale or other disposition of property. Section 1014 specifies the methods for 
determining gain or loss for tax purposes and one of its provisions has special 
relevance in New Mexico. 

§ 1014. Basis of property acquired from a decedent ‘ , 

(a) In general—Except as otherwise provided in this section, the basis of 
property in the hands of a person acquiring the property from a decedent or 
to whom the property passed from a decedent shall, . . . be the fair market value 
of the property at the date of the decedent’s death, .... ? 

(b) Property acquired from the decedent.—For purposes of subsection (a), 
the following property shall be considered to have been acquired from or to 
have passed from the decedent: ... 

(6) In the case of decedents dying after December 31, 1947, property 
which represents the surviving spouse’s one-half share of community property 
held by the decedent and the surviving spouse under the community property 
laws of any State, . . . if at least one-half of the whole of the community inter- 
est in such property was includible in determining the value of the decedent’s 
gross estate.... 


3 Revenue Act of 1941, Sec. 101, 55 Strat. 687, Surtax on Individuals, amending section 
12(b) of the 1939 Code. 

4 See Watson, The Problem of Income Tax in Community Property States, 27 Nes. 
L. Rev. 541 (1948). 

5 See Note, Epilogue to the Community Property Scramble: Problems of Repeal, 50 
Cor. L. Rev. 332 (1950). 

6 Revenue Act of 1948, Secs. 301-305, 361, 62 Stat. 114-116, 117 (1948) ; see Surrey, 
Federal Taxation of the Family—The Revenue Act of 1948, 61 Harv. L. Rev. 1097 (1948). 

TIR.C. §§ 2, 6013 (1954). . 
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Thus, the entire community estate receives a new basis for income tax pur- 
poses, which is the fair market value at the time of the spouse’s death. But in 
order to obtain this new basis, at least one-half of the community property must 
be includible in the deceased’s gross estate under the federal estate tax law.® 

At this point we should examine the supposed tax advantages enjoyed in New 
Mexico upon which is founded, at least in part, the argument for denying the 
wife testamentary power over her share of the community property. Under the 
present law, upon the death of the wife none of the community estate is includi- 
ble in her gross estate and no estate tax is imposed. The New Mexico wife’s 
“vested” interest ceases upon her death® because she has no testamentary 
power over the community property.?° The entire community estate “belongs 
to” the surviving husband without administration." But as a consequence, the 
new basis for income tax purposes is not available to the husband. 

Upon the death of the husband, however, because he does enjoy testamen- 
tary power over one-half of the community estate,!* there is a different result. 
At least one-half of the community estate is includible in his gross estate for 
federal estate tax purposes, and a new basis for the entire community property, 
which is the fair market value, is available. This means that section 1014(b) (6) 
is applicable to the property constituting the surviving wife’s community one- 
half interest, and thus she obtains the new basis for her share. 

The present discussion of income tax provisions unavoidably draws atten- 
tion to estate tax law. While the focus is on both, it may be wise perhaps to 
point out the special importance in New Mexico of deciding whether property 
shall be held in joint tenancy or in community. 

In determining whether joint tenancy property is includible in the decedent’s 
estate, the Code requires the inclusion of such fraction of total value of the 
property as was derived from decedent’s contribution to the purchase price.’® 
It should also be noted that Regulation 81.22(b) provides that: “The entire 
property is prima facie a part of the decedent’s gross estate. . . .” As a practical 
matter, this means that the entire value of property held in joint tenancy is in- 
cluded in the decedent’s gross estate with a deduction therefrom of the survi- 
vor’s contribution. The survivor has the evidentiary burden of proving his con- 
tribution.’* Thus, property purchased twenty years ago in joint tenancy at a 
price of $10,000, of which $9,000 was furnished by the husband and $1,000 by 
the wife, would upon death of the husband be includible in his gross estate to 


8 L.R.C. §§ 2001 et seg. (1954). 

® Hernandez v. Becker, 54 F.2d 542 (10th Cir. 1931). 

10 N.M. Srat. Ann. § 29-1-8 (1953): “. . . except such portion thereof as may have 
been set apart to her by judicial decree, for her support and maintenance, which portion 
is subject to her testamentary disposition, and in the absence of such disposition, goes 
to her descendants, or heirs, exclusive of her husband.” 

11 Jn re Chavez’s Estate, 34 N.M. 258, 280 P. 241 (1929) ; N.M. Strat. Ann. § 29-1-8 
(1953) ; see Hernandez v. Becker, supra note 9. 

12. N.M. Stat. ANN. § 29-1-9 (1953). 

18 T.R.C. § 2040 (1954). 
14 Reg. 105, Sec. 81.22. 
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the extent of 90 per cent; or upon prior death of the wife, in her estate to the 
extent of 10 per cent of its then value. 

As a general rule income tax basis is cost. As an exception to this, property 
acquired by descent, inheritance, or bequest acquired a new basis value at the 
date of the decedent’s death.’® But this exception was not applicable to property 
held in joint tenancy because the surviving tenant took by right of survivorship 
and not by devise, bequest, or inheritance.1® The 1954 Code broadens this ex- 
ception to include property taken by right of survivorship.17 However, the stat- 
ute prescribes one condition : that the property shall receive the new basis if the 
property was required to be included in the estate of the decedent joint-tenant 
under the estate tax provisions.® 

Thus, if property was purchased from the husband’s separate funds for 
$10,000 twenty years ago and the title taken in joint tenancy, upon the death 
of the husband, the property being worth $50,000, 100 per cent thereof will be 
includible in the decedent husband’s estate, and the basis of the property there- 
after will be $50,000. But presumably, under the new law, in the illustration 
first given, where the wife pays $1,000 and the husband $9,000 on the original 
purchase price, only one-tenth of the property will receive the new basis where 
the wife dies first. In such event, if the surviving husband should sell the prop- 
erty for $50,000, he would have a gain of $36,000. 

Let us now assume that the same property used in the above illustrations had 
been taken in community. Before 1948 a new basis of valuation was obtained 
for the decedent’s half under the exception regarding inheritances, bequests, 
and devises. As to the survivor’s one-half, which in community property law 
was presently owned, cost remained the basis. The 1948 Act ?® changed the rule 
and made a new basis available for the entire community property at the date 
of the decedent’s death if at least one-half of the property was includible in the 
decedent’s estate ; and this feature is unchanged by the 1954 Code.”° 

Thus it follows that if the property referred to in the above example (pur- 
chased twenty years ago for $10,000 and at the time of the death of one spouse 
has a fair market value of $50,000) were held in community, and the husband 


15 T.R.C. § 1014(b) (1) (1954). 

16 T.R.C. § 113(a) (5) (1939) ; Helen G. Carpenter, 27 B.T.A. 282, 288 (1932). 

17 T.R.C. § 1014(b) (1954) : 

“Property acquired from the decedent—For purposes of subsection (a), the following 
property shall be considered to have been acquired from or to have passed from the 
decedent: ... 

“(9) In the case of decedents dying after December 31, 1953, property acquired from 
the decedent by reason of death, .... This paragraph shall not apply to— 
“C. property described in any other paragraph of this subsection.” 

Subsection (b) (6) describes community property and is applicable only “if at least 
one-half of the whole of the community interest in such property was includible in deter- 
mining the value of the decedent’s gross estate. . . .” under section 811 of the 1939 Code. 

18 L.R.C. § 1014(b) (6) (1954). 

19 Revenue Act of 1948, Sec. 366, 62 Stat. 124 (1948). 

20“ |. and if at least one-half of the whole of the community interest in such property 
was includible in determining the value of the decedent’s estate under § 811... .” See 
LR.C. § 1014(b) (6) ; see also note 22 infra. . 
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died first, all of such property would acquire a new basis of $50,000 and there 
would be no gain if the survivor sold at that figure. However, in New Mexico, 
if the property were held in community and the wife died first, since her one- 
half is not includible in her gross estate, a new basis on all of the property is 
not available under section 1014(b) (6). Now the question arises: If the sur- 
viving husband should sell the property, what is his gain? There appear to be 
two answers. The difference between them has more than academic significance. 

The first is that there is a gain to the surviving husband of $40,000, the dif- 
ference between cost ($10,000) and the sale price ($50,000). This answer finds 
justification in the general rule stated in section 1012: “The basis of property 
shall be the cost of such property, except as otherwise provided. . . .” This con- 
clusion is also based on the concealed premise that all of the property has actu- 
ally belonged to the husband since the time of original purchase. This reasoning 
obviously ignores the decisions defining the spouses’ interests in community 
property as “vested.” 

The second answer to the question raised is that there is a gain to the hus- 
band of only $20,000. Support for this answer is contained in section 1014(a) : 
“Except as otherwise provided in this section, the basis of property in the hands 
of a person acquiring the property from a decedent .. . shall . . . be the fair 
market value of the property at the date of the decedent’s death. . . .” In New 
Mexico and Nevada the community property interest of the wife does not 
“pass” to the surviving husband, nor does he inherit it.21 However, the surviv- 
ing husband certainly “acquires” that interest from the decedent. From whom 
else could he be said to “acquire” it? Of course, if he alone has actually owned 
all of the community property since the time of original acquisition, this argu- 
ment has no validity and the explanation previously stated is valid. No other 
provision of section 1014 is applicable to this peculiar community property sit- 
uation. The Senate Finance Committee Report recognized the anomaly and no 
specific measure was proposed to cover it.?* 

The latter answer has its genesis in a New Mexico succession tax decision 
which construed the relevant New Mexico succession statutes. The reasoning 
of this case was approved and enlarged in Hernandez v. Becker,”* a federal 
estate tax case, which decided that the wife’s interest in New Mexico com- 
munity property over which she has no testamentary power was not subject to 
an estate tax because that interest was not subject to probate. On the other 


21N.M. Stat. Ann. § 29-1-8 (1953); Nev. Comp. Laws § 3395.01 (1929); In re 
Chavez’s Estate, supra note 11. 

22 Explaining the addition of section 366 of the Revenue Act of 1948, the Senate Report 
states: “. . . The amendment applies only if at least one-half of the whole of the com- 
munity interest in such property was includible in determining the value of the decedent's 
gross estate under § 811. Thus a husband will not have a new basis for his part of the 
community property upon the death of his wife in those situations in which her interest 
in their community property is not subject to the estate tax because of the limited nature 
of her interest, as is the case with community property under the law of Nevada and New 
Mexico, and certain community property, under the law of California, acquired by the 
community prior to April 16, 1923. S.Rep. No. 1013, 80th Cong., 2d Sess. 29 (1948). 
23 $4 F.2d 542 (10th Cir. 1931) ; see Jn re Chavez’s Estate, supra note 11. 
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hand, in New Mexico and Nevada when the husband predeceases the wife, 
section 1014(b) (6) is applicable in precisely the same manner as it is in all of 
the other community states. 

Perhaps a further reference to the example previously given is called for. 
If each spouse actually owns one-half of the community property during life, 
a fact not disputed in any of the community states, and therefore the cost to 
each marital owner of the property in the illustration is computed at $5,000, 
the basis for the husband’s interest upon the wife’s death is still cost, or $5,000, 
although his interest has a present market value of $25,000. The wife’s one-half 
interest, originally purchased for $5,000, also has a market value of $25,000, at 
the time of her death. And on the date of her death this interest is acquired by 
the surviving husband (it does not “pass” to him, nor does he inherit or take 
by survivorship) within the meaning of section 1014, which provides for a new 
basis at the time of such acquisition. This new $25,000 interest is added to the 
husband’s interest valued at cost, or $5,000, and the new basis for the entire 
community estate is $30,000. If it is sold for $50,000 the husband’s gain is 
$20,000. 

The policy argument against this line of reasoning is that the estate tax pro- 
visions of the Code should be considered in determining whether the property 
in the hands of the surviving husband should receive a new basis despite the 
fact that the courts have said that the income and tax provisions may stand 
alone. It is also argued that the estate tax law was intended to apply equally to 
all decedents’ estates, including community interests. Moreover, the logical im- 
plication from the other income tax sections which refer to the estate tax provi- 
sions is that property not taxed under the estate tax provisions does not receive 
a new basis under the income tax sections at the time of acquisition from a 
decedent. 

The situation in New Mexico and Nevada and in California with respect to 
pre-1923 property appears to be sui generis : the decedent wife’s interest in the 
community property escapes the estate tax and this estate tax advantage may 
work to the income tax advantage of the husband acquiring the interest. 

This discussion emphasizes the importance of the form of ownership of family 
property, particularly in the higher income brackets. And it also draws atten- 
tion to the contradiction in New Mexico law which holds that the wife has a 
“vested” interest during life but which after her death appears to view that in- 
terest, for some purposes, as having belonged to the husband all the time. 

Estate taxes. With respect to community property, the 1954 Code *4 follows 
the 1948 *5 Act which, in effect, restored the pre-1942 law.?® Under the latter 
law one-half of the community property was includible in determining the gross 
estate of the decedent. The marital deduction feature, which is generally not 
available where spouses own only community property, remains.?7 


24T.R.C. § 2056(c) (2) (C). 

25 Revenue Act of 1948, Sec. 351, 62 Stat. 116-117 (1948). 

26 The 1948 Act repealed the community property provisions of sections 811(d) (5), 
811(e) (2), and 811(g) (4) of the 1939 Code. The Revenue Act of 1942, Sec. 402, 56 Srat. 
942 (1942), added a new paragraph on the taxation of community interests. 

27 T.R.C. § 2056 (1954). 
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The 1954 Code contains a change,?* which alters the rule that community 
property converted into separate property during the year 1942 or at any time 
after the effective date of the 1948 Act was deemed to be community property 
for the purposes of computing the amount of the adjusted gross estate. The 
1954 Code declares that no conversion after December 31, 1941 is effective for 
that purpose. This rule is applicable in all the community property states. 

In Hernandez v. Becker *® the question was “whether the wife’s interest in 
the community property, upon the transfer of which the tax was computed and 
collected, was of such a character as to give rise, upon her death, to a federal 
estate tax measured by the value of such interest.” The Tenth Circuit Court 
held that local law, as interpreted in the Chavez case, was controlling and de- 
cided that the wife’s death did not result in a transfer of interest within the 
meaning of section 402 of the Revenue Act of 1921, because “The interest 
which she held immediately prior to her death was extinguished by that event.” 
In other words, since the wife is denied testamentary power over the commu- 
nity property in New Mexico, there was no community estate to probate. 

The Hernandez case and the Chavez case on which it relies are the product 
of a combination of circumstances. First, the New Mexico Court in the Chavez 
case was interpreting a descent statute °° which was enacted in 1907 when Cali- 
fornia community property legislation was the model. Until 1923 the California 
wife did not have testamentary power over her community property.*! Not 
until 1927 did she own a present or “vested” interest in it.2*? However, in New 
Mexico, at least since 1919, the wife has had such a “vested” interest.°? Sec- 
ond, it must be pointed out that both of the cases were decided before the do- 
minion and control theory of taxation achieved supremacy. One case dates from 
1929, the other from 1931. Third, the cases were decided at a time when the 
judicial eye was more inclined, if not. actually conditioned, to seeing a broad 
cleavage between tax and other cases. Fourth, while the peculiar language of 
the federal statute will support the result there obtained, it does not support 
present reliance on the Hernandez case for the same result, simply because the 
relevant phrase has not appeared in the statute since 1925.54 The provision in 
question was section 402 of the Revenue Act of 1921,55 corresponding to sec- 
tion 811(a) of the 1939 Code and to section 2033 of the 1954 Code. In the 
1921 Act this provision read: 


To the extent of the interest therein of the decedent at the time of his death 
which after his death is subject to the payment of the charges against his estate 


28 T.R.C. § 2056(c) (2) (C). 

29 Supra note 9. 

80 N.M. Stat. Ann. § 29-1-8 (1953). 

81 See Boyd v. Oser, 23 Cai.2d 613, 145 P.2d 312 (1944). 

82 Van Maren v. Johnson, 15 Cal. 308, 312 (1860) ; United States v. Malcolm, 282 U.S. 
792 (1931) ; see Cat. Crviz Cove § 16la; Kirkwood, Ownership of Community Property 
in California, 7 So. Cautr. L. Rev. 1 (1933). 

88 Beals v. Ares, 25 N.M. 459, 185 Pac. 780 (1919). 

84 See Revenue Act of 1926, Sec. 302, 44 Star. 70 (1926), which contains no such 
language. 

85 Revenue Act of 1921, Sec. 402(a), 42 Srat. 227, 278 (1921). 
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and the expenses of its administration and is subject to distribution as part of 
his estate. 


The portion italicized above was omitted from the Revenue Act of 1926 and 
from corresponding sections of later legislation. Its inclusion in the statute, it 
is believed, is the only possible ground for the correctness of the Hernandez 
decision as a tax case. 

Further doubt was cast on the present reliability of the Hernandez decision 
by the fact that the proviso ** of the 1948 Act was adopted because of the un- 
certainty of the very question under discussion, the Senate Finance Commit- 
tee ** pointing out that it was doubtful whether or not the wife’s share of the 
community property, held under the laws of Nevada and New Mexico, was or 
was not includible in her estate. However, in 1948 there was a rather astonish- 
ing telegraphic ruling ** made in response to a question raised in Nevada where 
the wife has no testamentary power over the community estate and where the 
entire community property also “belongs to” ®® the surviving husband without 
administration. The soundness of this ruling seems doubtful. 

The proviso in the 1948 Act was adopted because of the question raised in 
New Mexico and Nevada and in California with respect to pre-1923 community 
property.*° That there was considerable interest aroused by this singular pro- 
vision under which the wife’s share of the community property is not includible 
in the decedent wife’s estate, is evidenced by certain parts of the Report *! of 
the Senate Finance Committee. 

Thus, we may conclude that the Hernandez case deserves attention but 
hardly merits veneration. 

—Rosert Emmet Crark * 


86 Revenue Act of 1948, Sec. 366, 62 Stat. 124 (1948), amending I.R.C. § 113(a) (5) 
(1939) ; see I.R.C. § 1014 (1954). 

87 See S. Rep. No. 1013, supra note 22. 

885 P-H { 76,406 (1948): Estate Tax.—Nevada community property ruled not in- 
cludible in wife’s estate, but one-half thereof is includible in husband’s estate. See also 
id. at J 23,748. “Reference Letter September Twenty Third a Wife’s Interest In Nevada 
Community Property Is Subject To Tax In The Estate Of A Husband.” (Telegr., dated 
Sept. 30, 1948, and signed D. S. Bliss, Deputy Commissioner). 

89 Nev. Comp. Laws, § 3395.01 (1929). 

40 See S. Rep. No. 1013, supra note 22. 

41 [bid. 

* Associate Professor, University of New Mexico, College of Law. 
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